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1 Introduction

This document constitutes the application by a Sponsor Group, composed of BP
Exploration (Alaska) Inc. (“BP”), ConocoPhillips Alaska, Inc. (“ConocoPhillips”), and
ExxonMobil Alaska Production Inc., (“‘ExxonMobil”) to develop a contract under AS
43.82, the Alaska Stranded Gas Development Act, for an Alaska Gas Pipeline Project.

The application is the initial step toward commencing the fiscal contract development
process. Any draft contract that is developed to the satisfaction of the Sponsor Group
and the Administration would be subject to public review and comment and then
consideration by the Alaska State Legislature. If authorized by the Legislature, the
contract would be passed to the Governor for execution.

The Sponsor Group expects such a contract would provide fiscal predictability and
durability for the pipeline project. This fiscal predictability and durability would be
beneficial to both the Sponsor Group and to the State of Alaska. The intent of this
contract would be to establish simple and clear State fiscal and royalty take terms, to
eliminate ambiguity and minimize project administrative costs. Furthermore, the State
take terms should enhance the competitiveness of an Alaska Gas Pipeline Project to
encourage this enormous, unprecedented investment. Finally, the contract must ensure
that take terms would not change to the detriment of the Sponsor Group after the
agreement has been signed.

BP, ConocoPhillips and ExxonMobil agree with the legislative findings and legislative
intent set forth in the original Stranded Gas Development Act’ that a stable and
predictable fiscal regime for the State of Alaska is critical to support the commercial
viability of the project. Further, the Sponsor Group believes that the process set forth in
the Stranded Gas Development Act is a viable means to achieve that objective.
Consequently, the Sponsor Group requests determination that the project is a Qualified
Project and that BP, ConocoPhillips and ExxonMobil are a Qualified Sponsor Group.

AS 43.82.120 requires any applicant under the Stranded Gas Development Act to
provide evidence to support that the application is for a Qualified Project (AS 43.82.100)
and that the applicants are a Qualified Sponsor or Sponsor Group (AS 43.82.110). The
application must also include information to support that the application is for a Qualified
Project Plan (AS 43.82.130). This document is intended to satisfy these requirements
and to allow the Commissioner of Revenue, with concurrence from the Commissioner of
Natural Resources, to approve the application, as provided under AS 43.82.140.

It is expected that as project development activity proceeds, additional information
would be available which would impact the project scope, design and timing. The
Sponsor Group would expect to periodically update the project plan with new
information consistent with the provisions of AS 43.82.270.

' SCS CSHB 393 (FIN) includes legislative findings (10) and (13), and legislative intent (b) in Appendix A.2.
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Nothing in this application or any communications between the parties should be
construed as a commitment by the Sponsor Group to complete fiscal contract
negotiations, or to initiate engineering design, permitting, procurement, or construction
of a Qualified Project or are deemed to create any obligation or liability of the Sponsor
Group to proceed with a Qualified Project. In addition, any proposed fiscal contract or
agreement, or further activity would be subject to review and approval by the Sponsor
Group and the individual management of the members of the Sponsor Group.

The Sponsor Group believes that it will take a combination of factors for the pipeline
project to become commercially viable. These factors include cost reductions, positive
long-term North American natural gas market, durability and predictability of State take
provisions, improved State fiscal terms, and establishment of other government
frameworks.

As the commercial structure for the pipeline project becomes better defined, the
Sponsor Group may wish to assign an interest in or add or withdraw a party to this
application or to a subsequent fiscal contract. Such assignments may be to an affiliate
of the members of the Sponsor Group or through affiliated interests in subsequently
created legal entities, and would be subject to AS 43.82.260.

Page 2 1/20/04



2 Application Requirements

AS 43.82.120 establishes the requirements for an application for development of a fiscal
contract under AS 43.82.020. These requirements include:

1. That the project meets the requirements of a Qualified Project (see Section 3).

2. That the person or group submitting the application meets the requirements of a
Qualified Sponsor or Qualified Sponsor Group (see Section 4).

3. That the application contains a proposed project plan, which includes the following
information:

A. A description of the work accomplished as of the date of the application to further
the project (see Section 5.2).

B. A schedule and description of proposed development activity leading to the
projected commencement of commercial operations of the project (see Section
5.3).

C. A description of each lease or property that the applicant believes to contain the
stranded gas that would be developed if the project were built (see Section 5.4).

D. A description of the methods and terms under which the applicant is prepared to
make gas available to meet the reasonably foreseeable demand in this state for
gas within the economic proximity of the project during the term of the proposed
contract, including proposed pipeline transportation and expansion rules if
pipeline transportation is part of the proposed project (see Section 5.5).

E. A detailed description of options to mitigate the increased demand for public
services and other negative effects caused by the project (see Section 5.6).

F. A detailed description of options for the safe management and operation of the
project once it is constructed (see Section 5.7).

G. Other requested information that the Commissioner of Revenue, in consultation
with the Commissioner of Natural Resources, considers necessary (see
Appendix A.1).
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3 Qualified Project

Following the requirements for a Qualified Project under AS 43.82.100, the Sponsor
Group has listed the qualifications for the proposed project:

(1) In accordance with AS 43.82.100(1), the project principally involves the
transportation of natural gas by pipeline to one or more markets.

The project, which is described in Section 5.1, would transport Alaska natural gas by
pipeline to potential markets in North America.

(2) In accordance with AS 43.82.100(2), the project would produce at least 500 billion
cubic feet of stranded gas within 20 years from the commencement of commercial
operations.

The project would have the capacity to transport approximately four billion cubic feet
of gas per day (4 Bcfd). If this capacity were achieved, the project would produce
over 500 billion cubic feet of stranded gas within the first year of commercial
operations, even with the expected volume ramp up.

(3) In accordance with AS 43.82.100(3), the project is capable of making gas available
to meet the reasonably foreseeable demand for gas in Alaska within the economic
proximity of the project.

The Sponsor Group recognizes the strong interest in making gas available for in-
state use. The Sponsor Group plans to work cooperatively with potential
downstream investors and the State of Alaska in a way that is consistent with the
well-established regulatory framework of fair and open access. Consistent with this
regulatory framework, gas can be made available for in-state use under reasonable
terms and conditions. Meeting the reasonably foreseeable demand in Alaska for
gas within the economic proximity of the project is addressed in this application.
Section 5.5 describes the principles under which natural gas may be made available.
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4 Qualified Sponsor Group

AS 43.82.110 outlines certain criteria that must be met in order for the Commissioner to
determine that the applicant is a Qualified Sponsor or Sponsor Group. As detailed
below, BP, ConocoPhillips and ExxonMobil believe they constitute a Qualified Sponsor
Group.

4.1 Commitment to a Qualified Project — AS 43.82.110(1)

The Stranded Gas Development Act (Appendix A.2) provides three criteria measuring a
Sponsor Group’s commitment to a qualified project, requiring at least one of the criteria
be met for the group to be considered a Qualified Sponsor Group. Specifically, the
group must a) intend to own an equity interest in the project, b) intend to commit natural
gas to the project or c) hold the permits required to construct and operate the project.

BP, ConocoPhillips and ExxonMobil expect as individual companies, either directly or
through affiliates or through affiliated interests in subsequently created legal entities, to
commit its gas to the project. As the commercial structure for the pipeline project
becomes better defined, the Sponsor Group may wish to assign an interest in or add or
withdraw a party to this application or to a subsequent fiscal contract. Such
assignments may be to an affiliate of the members of the Sponsor Group or through
affiliated interests in subsequently created legal entities, and would be subject to AS
43.82.260.

It is standard industry practice for investors in a natural gas pipeline to require firm
transportation commitments from the shippers in order to justify the project investment.
Each member of the Sponsor Group intends, as part of a subsequent open season
process, to make such commitments of gas resource to this Qualified Project. These
commitments would only be binding upon satisfaction of certain precedents.

4.2 Ownership of Stranded Gas — AS 43.82.110(2)

The Stranded Gas Development Act provides criteria measuring a Sponsor Group’s gas
resource access and financial strength, at least one of which must be met for the
Commissioner to determine that the group qualifies as a Qualified Sponsor Group. BP,
ConocoPhillips and ExxonMobil meet the natural gas resource accessibility criterion as
summarized below.

As owners in both the Prudhoe Bay and Point Thomson gas resources, BP,
ConocoPhillips and ExxonMobil hold a working interest in approximately 32 trillion cubic
feet (TCF) of North Slope stranded gas, representing a net share of approximately 29
TCF.
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To determine the Sponsor Group share of the total volume of gas to be delivered by the
project, several assumptions must be made about the project. Assuming sufficient
natural gas supplies are developed to fill the approximately 4 Bcfd design capacity for
35 years, approximately 50 TCF of stranded gas would be delivered to the market by
the pipeline project. As such, the Sponsor Group would have interest in of over 60% of
the total stranded gas assumed to be produced, well in excess of the 10% gas resource
access requirement.

BP, ConocoPhillips and ExxonMobil, either directly or through affiliates, are also owners
in other North Slope fields containing additional natural gas resources, including the
Alpine, Endicott, Milne Point, and Northstar fields, as well as other as yet undeveloped
leases. Furthermore, BP, ConocoPhillips and ExxonMobil have the potential to secure
new leases and successfully discover and develop additional gas resources.
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5 Proposed Project Plan

5.1 Project Overview

The Sponsor Group, either directly or through affiliates or through affiliated interests in
subsequently created legal entities, has developed a preliminary plan to build a natural
gas pipeline and related facilities, which would have a design capacity to transport
approximately 4 Bcfd of stranded gas from the Alaska North Slope to markets in
Canada and the Lower 48 States. While specific details of the project design are likely
to change as additional engineering studies are conducted, the project would consist of
a large diameter, large volume pipeline delivering Alaska gas to North American
markets. The four major components likely forming the Alaska Gas Pipeline Project are
a Gas Treatment Plant (GTP), a pipeline from Alaska to Alberta, a potential Natural Gas
Liquids (NGL) Plant and a potential pipeline from Alberta to Chicago.

The GTP would be located on the North Slope and would be designed to remove
carbon dioxide (CO3), hydrogen sulfide (H2S) and other impurities from the natural gas
stream to meet inlet pipeline specifications. These pipeline specifications would also
require that the gas be compressed and chilled.

The design for the pipeline from Alaska to Alberta, was developed by BP,
ConocoPhillips and ExxonMobil (the “Study Group”) during a 2001-02 engineering
study. The pipeline design consists of 52-inch buried pipe operating at approximately
2500 pounds per square inch (psi). Compressor stations would be placed at regular
intervals. In permafrost regions the gas would be chilled to manage the mechanical
strains on the pipe and mitigate any potential impact on frozen soils.

Arctic Ocean Bt By

The Study Group studied two of the
possible routes to deliver gas from
Alaska to the North American markets
(see adjoining figure). Each of these

routes has been determined to be
technically feasible, and therefore
appropriate for consideration in the
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Qualified Project. One route would
proceed primarily east from the North
Slope, under the Beaufort Sea to the
Mackenzie River delta in Canada, s : oy N
then continuing along the Mackenzie St :
. . ! Pipeline Routes
River valley into Alberta, traversing a Northern [ > d== B R T
total of approximately 1800 miles Southem | {see ™ | e - S0, o
(“Northern Route”). The other route
would proceed south along the existing TAPS right-of-way before continuing east along
the Alaska Highway into Alberta, traversing a total of approximately 2140 miles
(“Southern Route”). Neither route was determined to be commercially viable. While it is
a requirement of the Sponsor Group that the State and the Sponsor Group fully discuss
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all aspects of the project during the development of a fiscal contract, it is recognized
that current State law prohibits the issuance of right-of-way permits for a Northern Route
pipeline until a Southern Route pipeline is built.

An NGL Plant is expected to be included in the project to allow export and subsequent
recovery of hydrocarbon products that are currently too light to blend with crude oil for
delivery through Trans Alaska Pipeline System (TAPS). This NGL removal would likely
be required in order to condition the natural gas to meet downstream market
specifications. This NGL removal could be achieved through a new-build plant, through
utilization of existing plant capacity or some combination thereof. While a new-build
plant could theoretically be located anywhere along the pipeline route, the joint study
concluded that the most likely economic locations would be in Alberta or possibly
Chicago, due to the existing infrastructure and markets.

The final portion of the project involves the export of gas from Alberta. One option
considered by the Study Group during the 2001-02 engineering study was a potential
"new-build" pipeline system from Alberta to Chicago to provide this Alberta take-away
capacity. This system would originate at the point of termination of the pipeline from
Alaska to Alberta. From this location, the new line would be routed generally parallel to
the existing Alliance Pipeline right-of-way, continuing 1500 miles into the Chicago gas
hub. More efficient alternatives may ultimately be developed to move Alaska gas out of
Alberta to consumers in Chicago or other North American markets. Alternatives include
utilizing existing pipeline capacity made available by decline in existing sources,
expansion of existing pipeline systems, or installation of other "new build" pipeline
concepts.

5.2 Description of Work Accomplished

Alaska natural gas development projects have been proposed, planned and studied
since oil and gas was first discovered in Prudhoe Bay in 1967. The options have
included, among other things; various pipeline, liquefied natural gas (LNG), and gas to
liquids (GTL) concepts. A natural gas pipeline is currently the most promising option.

For BP, ConocoPhillips and ExxonMobil, all of this previous work has been superseded
by the most recent study that was conducted in 2001 and 2002, by the Study Group. As
the major North Slope gas producers, the Study Group completed this comprehensive
conceptual study to assess the feasibility of constructing a pipeline to deliver Alaska gas
to Canadian and Lower 48 markets.

This study assessed the cost, technology, regulatory and environmental issues
associated with the project. Approximately $125 million was spent on this study, which
involved 110 owner company representatives and over one million staff-hours (including
contractors). The current design basis for the Alaska Gas Pipeline Project
accommodates the transportation of approximately 4 Bcfd of natural gas. The major
system components considered include a Gas Treatment Plant (GTP), an Alaska to
Alberta pipeline system, a potential NGL Plant, and a potential Alberta to Lower-48
pipeline system. While this study represents a significant engineering effort, design
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details (including export rate, pipeline size, compressor location, etc.) are likely to
change as engineering progresses further.

In addition to the technical aspect of the pipeline project, the joint study team also
completed an identification of significant issues that would need to be resolved to
reduce project cost and schedule risks for attracting necessary capital investments.
Uncertainty and lack of clarity regarding the Alaska fiscal and royalty regime were
deemed as significant risks to project viability.

Following the conclusion of the 2001-02 joint study, the primary focus of Sponsor Group
activity has shifted to addressing the key areas of risk identified in the study. Specific
joint activities to develop the necessary government frameworks have included pursuit
of U.S. Federal enabling legislation, and support of the reauthorization of the Stranded
Gas Development Act in Alaska. Further joint technical work has also continued during
this timeframe, including the evaluation of various cost reduction ideas including field
trials of high efficiency trenching machines and evaluation of potential transportation
infrastructure improvements.

Although a pipeline is the most promising option, BP, ConocoPhillips and ExxonMobil
determined that the pipeline project is not currently commercially viable for reasons
noted in the Introduction. Therefore, it is appropriate to discuss potential fiscal
enhancements that the State could provide. For this reason, the Sponsor Group has
prepared this application to enter into discussions with the State of Alaska with the
intent of achieving a predictable, durable and binding fiscal contract for the project that
will contain simple and clear fiscal and royalty take terms, fiscal enhancements and
contract terms that will not change over time, except in accordance with the terms of the
contract.
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5.3 Project Schedule / Proposed Development Activities

Figure 5.3(1) presents a conceptual timeline for planning and constructing the natural
gas pipeline and related facilities. Following the establishment of suitable government
frameworks (such as this Stranded Gas Development Act process), the overall timeline
spans ten years, beginning with project planning, and ending with mechanical
completion and commissioning. The schedule assumes that project funding, which
triggers the initiation of major equipment procurement and module fabrication, would be
contingent on receiving key government approvals (i.e., Records of Decision).

The current project timeline assumes that each milestone will be successfully
completed. However, if issues do arise, the schedule would be extended accordingly.

Figure 5.3(1) Conceptual Project Timeline

Year1 | Year2 | Year3 | Year4 | Year5 | Year6 | Year7 | Year8 | Year9 | Year 10| Year 11

Govt Frameworks ?
Project Planning
Engineering FEED / Reg Support Detailed Design
Field Data Collection
Permitting/EIS/EIA

Open Season Process

1st Permit App A Records of Decision
| |
Procurement
|
Pre-Construction

Construction

Commissioning

Gas Delivery 1st Gas }l Ramp to Full Cap
|

The following provides a description of each item in the timeline.
5.3.1 Establish government frameworks

Predictability in government frameworks is needed before the Project Planning phase
can begin. While the Sponsor Group is actively pursuing initiatives with each
government associated with the project, the time required to achieve these frameworks
is not known. Specifically in the case of Alaska, the Sponsor Group is seeking a
durable fiscal contract, which is the purpose of this application.
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5.3.2 Project Planning

Prior to forming a Project Management Team (PMT), the Sponsor Group would:

e conduct additional technical studies to facilitate selection of a preliminary project
design basis,

update economic analyses,

prepare work scope, staffing plan and cost for the next project phase,

conduct contractor selection process for the next project phase, and

establish commercial structure and tariff principles to guide project development.

5.3.3 Engineering

Once formed, the PMT would first conduct Preliminary Engineering to develop project
definition to support preparation of permit applications, analysis of project economics,
specification of long lead equipment and preparation of work scopes for Detailed
Engineering. This phase of engineering is often referred to as Front-End Engineering
Design (FEED). Following FEED, the PMT would provide technical support during the
agency review of the permit application and during the Environmental Impact Statement
(EIS) and Environmental Impact Assessment (EIA) processes.

After securing the major permit decisions and authorizations, Detailed Engineering
would begin generating the deliverables necessary for project construction.

5.3.4 Field Data Collection

Field data would need to be collected during all four seasons of the year to support the
permitting process.

5.3.5 Permitting / EIS / EIA

This project phase comprises preparation and submittal of project permit applications,
along with support for the U.S. and Canadian environmental impact processes (i.e., EIS
and EIA, respectively). The goal is acceptable NEPA (National Environmental Policy
Act) / CEAA (Canadian Environmental Assessment Act) decisions and receipt of FERC
(Federal Energy Regulatory Commission) / NEB (National Energy Board) approvals
(Records of Decision).

5.3.6 Open Season Process

The open season process is an established regulatory mechanism with the purpose of
allocating pipeline capacity without undue discrimination. This process has been in
place in the U.S. and Canada for many years, and the Sponsor Group’s open season
process would conform to all applicable FERC and NEB regulations. After the process

Page 11 1/20/04



is planned, adequate notice would be given to all potential shippers. The actual open
season would be of sufficient duration for shippers to make the necessary commitments
to a proposed project. Additional time would be needed following the close of the open
season to allow the Sponsor Group to evaluate the submissions and, if necessary,
update the pipeline design to accommodate the committed gas volume. This updated
design basis would support the development of the initial regulatory permits. The
Sponsor Group would file the necessary certificate applications with the FERC and NEB
after the close of the open season and the updating of the project accordingly.

5.3.7 Procurement

The PMT would coordinate bidding and purchasing of materials and services for this
project. Early procurement would focus on long lead materials and construction
equipment to ensure timely project execution. Significant financial commitments would
not be made until after the major permit decisions and authorizations, including the
certificates from FERC and NEB, have been secured.

5.3.8 Pre-Construction

Prior to arrival of pipe and the pipe-laying crews, extensive preparatory work would be
required. For example, pipeline right-of-way and construction easements would be
cleared, compressor sites and staging areas prepared, and roads and bridges
expanded and upgraded where necessary.

5.3.9 Construction

This phase of project execution would be dependent on seasonal conditions and
availability of skilled resources. Project construction would cover the Gas Treatment
Plant, Pipeline, Compressor Stations, and potentially an NGL Plant with activities
beginning with fabrication of equipment modules and stringing of pipe, and ending with
final connections and functional checkouts leading to project commissioning.

5.3.10 Commissioning / Gas Delivery
During this project phase, the PMT would work closely with operations personnel to

prepare the equipment and facilities for actual operation and eventual delivery of first
gas with subsequent ramp-up to full capacity.
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5.4 Description of Leases and/or Properties

The project plan assumes the Alaska Gas Pipeline Project would be underpinned by
gas supplied from leases within Prudhoe Bay Unit (PBU) and Point Thomson Unit
(PTU). Both of these resources would be necessary to support this pipeline project. In
addition to these fields, the project would also provide market access for gas from other
existing resources including the Colville River Unit (Alpine), Duck Island Unit (Endicott),
Milne Point Unit and Northstar Unit. Collectively, these fields could help "anchor" the
development of the pipeline project.

Ultimately, it is expected that natural gas from other leases on the North Slope would be
necessary to fill the pipeline for its expected life. Assuming sufficient gas supplies are
developed to fill the 4 Bcfd design capacity for 35 years, approximately 50 TCF of
stranded gas would be delivered to the market by the pipeline project.

As required by AS 43.82.120 (4), the Sponsor Group must provide a description of each
lease or property that the applicant believes to contain stranded gas that would be
developed if the project were to be built. The North Slope Units that have known
quantities of gas that could be developed if the gas pipeline project were built include
the Prudhoe Bay Unit, Pt. Thomson Unit, Duck Island Unit, Colville River Unit, North
Star Unit, Milne Point Unit, and Kuparuk River Unit. A map providing an outline of the
existing North Slope units is also provided in Appendix A.5.

To provide the necessary fiscal predictability, the Sponsor Group believes the resulting
fiscal contract must apply to all Sponsor Group gas and leases, whether current or
future, in a manner that provides fiscal simplicity and clarity, and is durable over the
term of the contract. Appendix A.7 contains a listing of current non-unit leases in which
at least one Sponsor Group member has interests.

This application only relates to the rights and obligations between the Sponsor Group
and the State. The Sponsor Group acknowledges that some stranded gas is on Federal
and privately owned lands. The royalty terms for those leases would not be subject to
this contract.

To the best knowledge of the Sponsor Group, the lease listings in Appendix A.6 and A.7
are correct as of September 15, 2003 and reflective of those leases that our companies
hold title to as of that date. Notwithstanding any errors or omissions in the listing, the
intent of the Sponsor Group is that any resulting fiscal contract would apply to all
Sponsor Group gas, which is delivered to the Alaska Gas Pipeline project. Moreover,
unless and until provided otherwise in a contract under this application, all existing lease
obligations shall continue to be governed by existing lease and unit agreements with the
State.
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5.4.1 Prudhoe Bay Unit

The Initial Participating Areas (IPAs) of the Prudhoe Bay Unit constitute the largest oil
field in North America and the 18" largest field discovered worldwide. Of the 25 billion
barrels of original oil in place, more than 13 billion barrels are expected to be recovered
with current technology. More than 10 billion barrels have already been produced. The
field initially contained an estimated 46 trillion cubic feet of natural gas in an overlying
gas cap and from gas in solution with the oil.

Ownership in the Prudhoe Bay field includes ExxonMobil and ConocoPhillips at
approximately 36% each, BP at approximately 26%, and others with an approximate
combined ownership of 1%. The State of Alaska holds a 12.5% royalty interest. The
PBU is operated by BP.

The total PBU gas resource that could be recovered with current technology from all
PBU participating areas for delivery to a natural gas pipeline is estimated at 24 TCF2.

5.4.2 Point Thomson Unit

The large, high-pressure PTU gas condensate field was discovered in 1977, and is
estimated to contain some 8 TCF of natural gas resource, along with associated
condensate. The PTU reservoir is located about 60 miles east of Prudhoe Bay.
Nineteen exploration wells have been drilled around the Point Thomson area, of which
14 wells penetrated the Thomson sand. A number of 3D seismic surveys have been
conducted and acquired, which cover most of the unit acreage. ExxonMobil is the PTU
operator.

Given the approximately 50 trillion cubic feet of gas assumed to be delivered to the
market by the pipeline project, Point Thomson gas volumes would play a key role in
underpinning the commercial viability of the project.

5.4.3 Other Units with Known Gas Resource

In addition to the 24 TCF of recoverable resource at Prudhoe Bay and 8 TCF of
recoverable resource at Point Thomson there is also 2 TCF? of discovered and
potentially recoverable gas resource at other North Slope fields including Alpine, Milne
Point, Northstar, and Endicott.

% Alaska Department of Natural Resources, 2002 Annual Report
® Alaska Department of Natural Resources, 2002 Annual Report
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5.4.4 Undiscovered Potential

Finally, exploration activity may yield additional natural gas that could be delivered by
the pipeline project. Exploration volumes were a key component included in the project
design work that was conducted during the producer study completed in 2002.

As outlined in Appendix A.1, the Alaska Gas Pipeline Project would be able to
accommodate new discoveries during the initial open season, through potential future
expansions or with capacity made available when the anchor fields go on decline.

In a January 2001
study, the Minerals
Management Service
(MMS) indicated that
the undiscovered
conventional natural
gas resources in Arctic
Alaska could be as high
as 156 TCF of gas. The
breakdown of this gas
was 64 TCF from
Northern Alaska, 32
TCF from the Beaufort
Shelf, and 60 TCF from
the Chukchi Shelf (see
Appendix A.4).

In addition to
conventional gas
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resources, the North Slope is known to contain significant accumulations of non-
conventional natural gas resources, including both coal bed methane and gas hydrates.
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5.5 Natural Gas for Alaska In-State Use

5.5.1 Overview

The Sponsor Group recognizes the importance of gas access for in-state use and
consumption. Therefore, consistent with the guidelines provided in the Stranded Gas
Development Act, the Sponsor Group plans to work cooperatively with potential
downstream investors (e.g., local distribution companies, industrial users, marketers,
utilities, etc.) and the State of Alaska in a way that is consistent with the well-established
regulatory framework of fair and open access. This should put these prospective
customers and the State in position to satisfy reasonably foreseeable local gas demand
within economic proximity of the pipeline project.

The following is a discussion of the principles under which natural gas may be made
available:

5.5.2 Connection Point

The Sponsor Group would work with potential downstream investors and the State to
identify pipeline connection locations along the pipeline that correspond with reasonably
foreseeable in-state demand that is within economic proximity of the pipeline. The
Sponsor Group anticipates including one or more connection points along the main
pipeline to accommodate in-state use by other separate commercial ventures.
Appropriate standards, procedures and commercial terms for effecting such
connections would be set under applicable regulatory frameworks.

Potential downstream investors of natural gas from the Alaska Gas Pipeline Project
have the opportunity to negotiate gas purchase contracts and contract for associated
pipeline capacity. Downstream investors would have the responsibility for downstream
gas conditioning and distribution infrastructure.

5.5.3 Gas Purchase Contract

Potential downstream investors would have an opportunity to negotiate gas purchase
contracts with any party holding title to gas, i.e., individual producer, marketer, or local
distribution company, or with the State of Alaska.

At the current pipeline design rate of approximately 4 Bcf/day, State royalty volumes
could be approximately 500 million cubic feet per day (MMcf/day), which is greater than
the current volume consumed in the State. The Sponsor Group acknowledges that the
State may choose to take some or all of that gas to help meet the demand of future
markets in Alaska. The State could negotiate sales contracts directly with in-state gas
users and arrange for the necessary transportation service consistent with the
established regulatory process.
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As mentioned before, this does not foreclose the possibility that creditworthy third
parties could negotiate a gas purchase contract with any party holding title to gas. The
Sponsor Group is prohibited by law from jointly marketing gas.

5.5.4 Pipeline Capacity

Potential downstream investors meeting objective creditworthiness standards would
have the opportunity to contract for pipeline capacity on the Alaska Gas Pipeline
Project. The allocation of capacity on interstate pipelines is governed by the regulations
and policies of the FERC, promulgated pursuant to the Natural Gas Act. This FERC
jurisdiction encompasses the allocation of capacity to in-state delivery points along the
main pipeline.

The typical vehicle for identifying potential shippers is the initial project open season,
which is conducted prior to finalizing project design and the submission of permit
applications. This process allows for the allocation of pipeline capacity on a fair and
equitable basis as regulated by the FERC. All terms and conditions of service, including
access and the rates are subject to FERC approval with an opportunity to intervene and
protest by all interested parties. The process provides a potential shipper with the
ability to secure capacity via a long-term contract for natural gas shipment to its local
gas conditioning and distribution infrastructure and ultimate sale to end-users. A similar
open season process would be used to identify potential shippers and allocate capacity
for any subsequent pipeline expansions. In addition, potential shippers would have the
opportunity, subject to FERC regulations, to contract for unused capacity that shippers
may release into the secondary market.

5.5.5 Local Gas Conditioning and Distribution Infrastructure

In addition to a natural gas purchase contract and a contract for pipeline capacity, a
potential downstream investor would need the means to take the gas from the pipeline,
condition it for local gas consumption and deliver it to the ultimate consumer. Under the
current design, the pipeline would operate at approximately 2500 psi, so the pressure
would need to be reduced to a level consistent with the design of the local gas
distribution infrastructure and the needs of the customer. In addition, the gas would
likely have a high BTU content, so facilities to control the calorific value (i.e., BTU/cf) of
the gas would likely be required. Finally, local gas distribution systems would need to
be installed to deliver the natural gas to the end users.

The investments in local gas conditioning and distribution infrastructure would be
separate and apart from the Alaska Gas Pipeline Project and would be driven by local
market economic factors. The Sponsor Group has no current plans or intent to build or
own local gas conditioning and distribution infrastructure (e.g., pressure reduction
equipment, calorific control equipment, spur lines, local gas distribution systems, etc.)
that may be required to serve in-state demand. Subsequent downstream gas
conditioning and distribution infrastructure would be the responsibility of downstream
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investors. It is expected that these downstream investors, either existing gas
distribution companies or other entities, would pursue these opportunities.

Investment decisions for local gas conditioning and distribution infrastructure, as is the
case across North America, would be driven by the size of the potential market, by the
geographic concentration of the market and by the distance of the market from the main
pipeline.

As local gas conditioning and distribution infrastructure develop, it is expected that
shippers on the main pipeline would actively compete to serve those markets as they do
in other North American markets. Since the main pipeline would be connected with the
North American grid, sellers of natural gas would be seeking the best value for their
gas.
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5.6 Options to Mitigate the Demand for Public Services / Alaska Resourcing

The Sponsor Group recognizes that a project of the size and scope of the pipeline
project would create demand for public services in communities throughout Alaska. The
Sponsor Group would work with the State to address issues related to Alaska
resourcing and public services.

Options to help mitigate the impacts on affected municipalities could include periodic
and informative discussions on the progress of the project by the Sponsor Group with
leaders and members of communities. Additionally, the Sponsor Group could work with
local universities and high schools to help anticipate the future need for a qualified
workforce as the project moves towards the procurement and construction phases.
Socioeconomic resources report funded by the Sponsor Group could be produced
during the project permitting phase, which can help to anticipate specific community
effects and needs. Federal government and charitable organizations could be
encouraged to enhance programs for community support services and infrastructure.

From the industry’s experience during the construction of TAPS, it is clear that adequate
planning is needed to mitigate demands for public services. If significant planning is
conducted, much can be done to ensure that the impacts of the development can be
mitigated.

One key mitigation to project impacts would be the municipalities' share of State take.
The SGDA requires the State to work with affected municipalities and ensure that each
municipality receives a fair and reasonable share of payments.

The Sponsor Group also recognizes the desire to provide work opportunities for
Alaskans during construction of a pipeline. A skilled local workforce and capable local
businesses can help the Sponsor Group complete a successful project.

5.6.1 Alaska Resourcing

The Alaska Gas Pipeline Project, given its scope and scale, would place significant
demands on worldwide resources for materials, equipment and skilled labor. A large
number of construction jobs would be created by the project providing an opportunity for
both skilled and unskilled labor. The availability of skilled labor from across North
America is a key concern to the Sponsor Group, and the Sponsor Group would work
cooperatively with the State to help establish a plan that promotes development of a
skilled Alaska workforce.

Following the project planning, permitting and procurement phases, the required
workforce for the construction phase of a pipeline project would be expected to increase
significantly. This temporary workforce would include a large seasonal workforce who
would be housed mainly in construction camps associated with the physical
construction of the line and associated facilities. Additionally, workers supporting
project logistics would be required on a more year-round basis during the construction
phase. Materials and equipment may enter Alaska through various ports both on the
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North Slope and in Southern and Southcentral Alaska and be transported by road and
rail to be staged near the construction site(s).

Alaska has a number of training and development programs currently in place that
facilitate the development of a skilled workforce. The Sponsor Group recognizes the
benefits of these programs and would work with the State to plan further development of
these and other programs that could increase the availability of skilled in-state labor. A
few examples of existing programs include:

e The Alaska Process Industries Career Consortium, a 2-year process technician
degree program

e |tganaiyagvik, a vocational training partnership between industry, ASRC, llisagvik
College and the North Slope Borough school district

e The Alaska Native Science and Engineering Program

e Sponsorship of “Choices”, “Science in a Technical World” programs at middle
schools

e The ALVA program which helps prepare native high school graduates for further
technical studies

e The Tanana Chiefs Conference, Youth Employment Services (“YES”) program

Programs such as these can help increase the availability of an appropriately skilled
Alaska workforce.

The Sponsor Group intends to fully comply with all valid federal, state, and municipal
laws relating to hiring Alaska residents and contracting with Alaska businesses to work
in the State on the pipeline project. To the extent Alaskans fill jobs associated with the
three-year pipeline construction phase, additional labor resources would need to enter
the Alaska workforce to fill vacated positions in the base economy.

5.6.2 Community Interaction

The Sponsors understand that, if this application is approved, the Commissioner would
form a municipal advisory group to provide local perspectives while specific contract
terms are developed under the Stranded Gas Development Act. The Administration
would work with the municipal advisory group to report on the development of contract
provisions as they pertain to both revenue-affected and economically-affected
municipalities®. This process would provide a means to discuss any potential
community impacts and what options are available to address those impacts. The
Sponsors would assist the State in discussions with local communities as appropriate.

Consistent with the existing Federal regulatory process, the Sponsor Group envisions
conducting socioeconomic assessments and consulting native and aboriginal groups
during the Preliminary Engineering or FEED phase to identify in further detail potential
impacts and mitigation options. The Sponsor Group, working cooperatively with the

* The terms "economically-affected" and "revenue-affected" municipalities are defined in AS 43.82.900.
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State, would consider the input from potentially affected communities to improve
mitigation plans where feasible.

5.6.3 Public Revenues and Benefits

Previous work by the Sponsor Group indicates that the Alaska Gas Pipeline Project
would generate significant tax and royalty revenues for the State of Alaska. Also,
Alaska’s oil and gas exploration and production industry would be strengthened with an
export outlet to the Lower 48 natural gas market. Basin-opening projects like this in
other parts of the world have been successful in stimulating additional exploration and
development, once the initial means to transport previously stranded gas to market are
established.

The Sponsors recognize that, in the course of constructing the pipeline, public services
would see additional demands placed on them. Lessons learned during TAPS
construction would be useful in addressing the potential community impacts of the
Alaska Gas Pipeline Project.

The Sponsors believe any temporary burdens this project may place on public services
would be outweighed by the public revenues and benefits that are generated.
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5.7 Options for the Safe Management and Operation of the Project

Commitment to the protection of the health and safety of people, the environment, and
property is a fundamental business practice for each of the members of the Sponsor
Group. The safe management and operation of the pipeline project is important to the
Sponsor Group. This is true during all phases of the project, including engineering and
design, field studies, construction, operation and maintenance, and eventually in the
decommissioning of the project.

The Sponsor Group recognizes that the public is demanding higher levels of safety from
industry. A primary goal of the Sponsor Group is to provide a safe, reliable, and
environmentally responsible pipeline system. Managing the integrity of the pipeline
project is the key to achieving this goal.

5.7.1 Safety as a Component of Pipeline Design

The pipeline would be designed to stringent standards of safety and system integrity.
The pipeline industry utilizes many principles in pipeline design development, and
factors such as the following would be applied to the design of the pipeline project:

e Use of modern technology,

e Rigorous material specifications,

e Regular use of “smart pigs” to detect potential pipeline problems before they
occur,

e Advanced construction methods (trenching, welding, river crossings),

e Advanced communication and control systems,

e Advanced monitoring and maintenance systems,

e Marking of pipeline location where appropriate to avoid third party damage, and

e Planning and coordination of inspection and response capabilities throughout the

pipeline corridor.

The Sponsor Group would be able to use lessons learned from decades of Arctic
experience and combined pipeline operations experience worldwide to reduce further
the safety risks associated with this project. The pipeline is currently designed to be
buried through the maijority of its length. The ultimate design for the pipeline would
account for the presence of permafrost and discontinuous permafrost with pipeline
temperature being carefully managed. The potential for seismic activity, which
necessitates designing a pipeline that can tolerate movement in three dimensions,
would also be addressed.

5.7.2 U.S. Federal Government Safety Standards

Should the Alaska Gas Pipeline Project proceed, it would be designed, constructed, and
operated in a way that complies with all applicable government safety standards.

The Pipeline Safety Act (49 U.S.C. 60101 et seq.) requires the Secretary of
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Transportation to prescribe and enforce standards for the safe operation of interstate
natural gas pipelines. The Department of Transportation (DOT) Research and Special
Programs Administration (RSPA), acting through the Office of Pipeline Safety (OPS),
administers the DOT national regulatory program to assure the safe transportation of
natural gas. The OPS develops regulations and other approaches to risk management
to assure safety in design, construction, testing, operation, maintenance, and
emergency response of pipeline facilities.

The Pipeline Safety Act requires each operator to develop and maintain written
procedures. These procedures must include safe practices in every circumstance of
pipeline operation, including those occurring during maintenance, normal operating
conditions, and abnormal operating conditions. In every operating scenario, the
operator must provide for surveillance of the pipeline and associated facilities, as well
as for emergency response capabilities. These activities must be coordinated with local
public safety authorities and officials.

Each company in the Sponsor Group has an assurance process to ensure compliance
with the provisions of the Pipeline Safety Act.

5.7.3 Operation System Integrity

The goal of the project would be to provide safe and reliable delivery of natural gas to
customers without adverse effect on employees, contractors, the public, or the
environment. Managing the integrity of a gas pipeline system is key to accomplishing
this goal. Operational excellence is achieved by implementing a comprehensive system
of integrity management that includes, among others, the following items:

Security

Right-of-Way and Control System Maintenance
In Line Inspection of Pipe

Pipeline Surveillance

Pipeline Leak Detection

Repair Procedures

Emergency Response

Interface with Community

Change Management Procedures
Documentation and Record Keeping

The details of the safety management plan for the pipeline would be tailored to the
specific locations, conditions, and operations that are relevant to this particular project.
The safety of people and protection of the environment would remain a primary focus.
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Appendix A.1 Other Requested Information

Plans for Point Thomson

The PTU owners are considering several potential early field development scenarios to
produce liquid condensate in advance of gas sales. Each of these options would
preserve gas for future sale and facilitate PTU being an anchor field for the gas pipeline.
Point Thomson development plans are subject to regular review by the Alaska
Department of Natural Resources.

Field/Pool Rules

Following the identification of a commercially viable gas pipeline project, it is anticipated
that existing field and pool rules would need to be reviewed to support major gas sales.
The unit owners would directly address key issues with the State for each North Slope
unit as necessary. Members of the Sponsor Group (BP, ConocoPhillips and
ExxonMobil), as individual owners in major North Slope units, would actively participate
with other unit owners in identifying any possible field/pool rule modifications needed.

Potential for Regulatory Difficulties

The scale of the Alaska Gas Pipeline Project, and the fact that it is an international
project, offers many permitting and regulatory challenges, and thus increased
investment risk. Establishing a clear, efficient and predictable regulatory framework in
the U.S. and Canada is essential for the project to advance.

The Sponsor Group is encouraged by the State’s recent efforts to improve regulatory
efficiency in the State. While the U.S. and Canadian federal governments would have
the largest roles in permitting the gas pipeline, an efficient State regulatory process is
also very important. The Sponsor Group is committed to working closely with the State
to identify ways to further improve the effectiveness of the State regulatory framework in
support of a gas pipeline project.

Open Season Plans and Access to Pipeline

The Sponsor Group is aware that the State is promoting continued exploration in the
State. The Alaska Gas Pipeline Project would encourage exploration by providing a
commercial outlet for gas. Pipeline capacity could be secured in at least three ways:

¢ Open season process for initial installation
¢ Open season process for future expansion
e Unsubscribed and secondary capacity market
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- Open Season Process for Initial Installation

Holders of exploration acreage could participate in the open season process for the
initial capacity in the Alaska Gas Pipeline Project. The purpose of an open season
would be to allocate pipeline capacity without undue discrimination. The capacity
requested by a potential shipper during an open season could be based on successful
discoveries to date, as well as the risked prospectivity of remaining exploration acreage.
Additionally, any third party (e.g., natural gas marketing companies) that meets the
requirements of any open season could also secure capacity.

The open season process has been in place in the U.S. and Canada for many years.
The Sponsor Group’s open season process would conform to all applicable FERC and
NEB regulations.

- Open Season Process for Future Expansion

Based on exploration activity and success, as well as the performance of existing fields,
sufficient prospective gas supplies may be identified to support an expansion in pipeline
capacity. Options for expansion of the Alaska Gas Pipeline Project are discussed in
more detail later in this Appendix.

- Unsubscribed or Secondary Capacity Market

Should potential shippers elect not to take part in the initial open season process or in a
subsequent expansion open season process, it may be possible that unsubscribed
pipeline capacity and/or secondary capacity could be available, particularly in the later
years when the anchor fields, which include PBU and PTU, go on decline. At any time,
the pipeline can offer any unsubscribed, available capacity to any interested shipper
without undue discrimination. Additionally, shippers who choose not to use their
contracted capacity may market the capacity to other potential shippers consistent with
FERC approved tariffs, policies, and regulations.

- Common Carriage versus Contract Carriage

The basis on which gas pipeline capacity is secured is different from that of liquids
pipelines. U.S. liquids pipelines that provide interstate service are regulated as
"common carriers" pursuant to regulations derived from the Interstate Commerce Act.
Under the common carrier regulations, shippers are not allowed to exclusively reserve
contract quantities of capacity and, therefore, do not pay related monthly
demand/reservation charges - payment for capacity utilization is based on actual
throughput volumes. Advance commitments for oil pipeline capacity are not necessary,
but a shipper is not assured of a specific level of capacity availability. When new oil
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supplies are tendered for transportation on a full pipeline, available capacity may be
prorated or curtailed among existing shippers.

Interstate gas pipelines are regulated by FERC pursuant to the Natural Gas Act and
regulations promulgated pursuant thereto. While some natural gas is used as a
feedstock in other processes, most gas usage is closely related to critical end uses, like
home heating and electricity generation. As required by FERC regulations, natural gas
pipelines operate as open access "contract carriers", where capacity is awarded to
shippers without undue discrimination. Subject to availability, capacity can be
contracted on a firm basis for a specified period of time. Open seasons are often used
to ensure capacity is awarded without undue discrimination to all parties that meet the
open season requirements.

Pipeline owners desire these long term contracts to ensure repayment of the capital
cost of building the pipeline - without them pipeline projects could not be financed.
Shippers need the contract quantity commitment to ensure capacity is available to
support their needs. A shipper's economics are founded in the availability of the
contracted capacity. In exchange for the pipeline's commitment to reserve a specified
contract quantity of capacity for a shipper, the shipper agrees to pay a monthly charge.
Similarly, in Canada, NEB regulated pipelines operate as contract carriers pursuant to
the National Energy Board Act.

The FERC and National Energy Board in Canada have long required that all potential
shippers have a fair chance to obtain firm pipeline capacity that becomes available.

Possible Expansion Scenarios

The capacity of the Alaska Gas Pipeline Project could be increased through expansion
projects. As noted previously in this Appendix, the FERC would regulate the fair and
equitable allocation of this expanded capacity. Such an expansion may be
accommodated through upgrading compression capacity, by installing infill compression
stations or through full or partial line looping. All three techniques are commonly
employed by the industry.

The Sponsor Group's study investigated in some detail the option of installing infill
compression, indicating that additional capacity of approximately 1 Bcfd could be added
by placing an additional compressor station between each of the initially installed
stations. Additional increments could be accommodated by looping all or portions of the
line, per standard industry practice. Also, smaller increments may be accommodated
as well.

When evaluating the feasibility of an expansion, contractual commitments, capital costs,
fuel gas usage and operating costs would be considered. The impact of these and
other variables would be dependent on the targeted expansion capacity and the original
design configuration.
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Appendix A.2 [ State of Alaska Stranded Gas Legislation

CS HB 393 - 1998 Stranded Gas Development Act
CS HB 16 - 2003 Reauthorization

Alaska Statute 43.82
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11
12
13

0-GH2006\X

SENATE CS FOR CS FOR HOUSE BILL NO. 393(FIN)
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTIETH LEGISLATURE - SECOND SESSION
BY THE SENATE FINANCE COMMITTEE

Offered: 5/10/98
Referred: Rules

Sponsor(s): HOUSE RULES COMMITTEE BY REQUEST OF THE GOVERNOR
A BILL

FOR AN ACT ENTITLED
"An Act relating to contracts with the state establishing payments in lieu of
other taxes by a qualified sponsor or qualified sponsor group for projects to
develop stranded gas resources in the state; providing for the inclusion in the
contracts of terms making certain adjustments regarding royalty value and the
timing and notice of the state’s right to take royalty in kind or in value from
projects to develop stranded gas resources in the state; relating to the effect of

the contracts on municipal taxation; and providing for an effective date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. FINDINGS. The legislature finds that
(1) avast quantity of gas in Alaska is stranded from commercial development
because of the cost associated with providing access to markets for that gas; on the North
Slope alone, between the Colville and Canning Rivers, approximately 35 trillion cubic feet of
discovered gas resources are stranded in this way;
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(2) because of the high cost of providing access to markets for North Slope
gas, exploration efforts there have historically focused on oil; if the infrastructure needed to
provide market access for North Slope gas were economically available, it is possible that new
gas exploration efforts would be initiated that could lead to the discovery and development
of significantly greater gas resources than have been discovered so far;

(3) maintaining production operations, whether for oil, gas, or both, enhances
the opportunities for oil and gas exploration and development on the North Slope;

(4) large areas of the state, encompassing a number of geologic provinces and
basins, do not have oil and gas production and still remain largely unexplored for oil and gas;
exploration for gas in some of these areas might be facilitated if infrastructure were
economically available to provide access for the gas to markets;

(5) Alaskans may desire a portion of the gas from a transportation project for
in-state uses; however, it is unlikely that markets will develop within the state that would need
more than a relatively small proportion of the volume of stranded gas already discovered on
the North Slope; therefore, the primary need for gas infrastructure for approximately the next
decade will be to provide access to markets outside the state;

(6) currently the principal mode anticipated for stranded North Slope gas to
access markets outside the state is a gas pipeline to an ice-free Alaska port where the gas
would be turned into liquefied natural gas and exported using specially designed marine
tankers;

(7) the size of the capital expenditure needed to get North Slope gas to market
by way of a liquefied natural gas project requires long-term contracts for gas on the order of
14,000,000 metric tons a year of liquefied natural gas; to be successful, a North Slope
liquefied natural gas project needs to reach this full annual volume in not more than six years
from the commencement of commercial operations;

(8) for a North Slope liquefied natural gas project to become economically
viable and competitive, the estimated costs of constructing such a project must be reduced
significantly; reducing the financial risk associated with the project would also improve the
project's chances of becoming economically viable and competitive;

(9) the state has contracted an extensive financial analysis of the

commercialization of North Slope gas; this analysis, performed by a recognized expert in
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petroleum economics, Dr. Pedro Van Meurs, indicates that changes in the local, state, and
federal tax structure may be necessary to make commercialization of North Slope gas
resources economically viable;

(10) although the state can do little now to reduce expected construction costs,
the state can reduce some of the financial risk associated with a North Slope liquefied natural
gas project or other stranded gas development projects by specifying with as much certainty
as possible the state taxes and royalties that would apply to such a project throughout its life;

(11) the state could improve the economics and competitiveness of a stranded
gas development project by adjusting the timing of the state’s receipt of its share of the
economic rent of the project; the present fiscal regime is front-end loaded, which means that
the state and local governments take a significant part of their shares of the economic rent of
a project early in the life of the project, even before the project starts to generate an income
stream; the state and local governments could improve the economics of a stranded gas
development project by taking more of their shares of the economic rent of a project later in
the life of the project;

(12) the state’s present fiscal regime, as it would apply to a stranded gas
development project, is also regressive to the extent that it is insensitive to changes in the
profitability of the project, so that, in times of low profitability, the state and local
governments would take an excessive amount of the economic rent of the project, and, in
times of high profitability, they would take an inadequate amount of the economic rent of a
project; the state and local governments could improve the economics of a stranded gas
development project by making the overall fiscal system less regressive and more responsive
to the relative profitability of a project;

(13) establishing a fiscal regime applicable to a specific stranded gas
development project under a long-term contract with the state, where payments would be made
in lieu of other taxes, would

(A) enable the state to create a fiscal regime that is less front-end
loaded and less regressive for a project without rewriting the tax laws for gas already
being developed and produced;

(B) enable the state to customize the timing and burden of its fiscal

regime to fit the economic circumstances of a particular stranded gas development
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project;
(C) reduce the financial risk of the project by reducing uncertainty
about the fiscal terms applicable to the project;

(14) authorizing the state, through the executive branch, to develop a contract
establishing the fiscal regime that would apply to a qualified stranded gas development project
if it were built will result in contracts that are an exercise of the legislature’s taxing power
that is consistent with art. IX, sec. 1, Constitution of the State of Alaska;

(15) authorizing the state, through the executive branch, to develop a contract
establishing a fiscal regime that reduces the risks and improves the economics of a stranded
gas development project will result in contracts that are an exercise of the legislature’s power
under art. 1X, sec. 4, Constitution of the State of Alaska, to create tax exemptions by general
law and is consistent with the legislature’s responsibility under art. VIII, sec. 2, of the
Constitution of the State of Alaska, to provide for the utilization, development, and
conservation of all natural resources belonging to the state for the maximum benefit of its
people;

(16) stranded gas development projects are a matter of statewide interest
because they are an important potential source of revenue to the state, job opportunities for
the people of the state, and gas for use by communities throughout the state;

(17) to the extent permissible under the Constitution of the United States and
the Constitution of the State of Alaska, the legislature intends that state residents and
businesses share in and not be excluded from the opportunities stemming from the
development of the state’s gas resources; and

(18) good faith efforts by qualified sponsors, qualified sponsor groups, and
contractors of qualified sponsors and qualified sponsor groups that enter into a contract with
the state developed under this Act to undertake voluntary actions to provide employment
opportunities for Alaska residents and opportunities for Alaska businesses are in the long-term
interests of the state.

* Sec. 2. INTENT. (a) The legislature intends that contracts developed under this Act
provide stable fiscal terms that encourage the development of stranded gas projects that
otherwise might not be developed under the prevailing tax and royalty regime. The legislature

further intends that any fiscal term agreed to in a contract developed under this Act in lieu of
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other taxes will fully and fairly compensate the people of the state for the severance,
production, and sale of natural resources belonging to the people of the state, for the negative
effects and the risks that a project may impose on the state, and for the value of the
infrastructure that may be provided by the state to a project, including all the advantages of
civilized society that may be provided by the state to the sponsors of a project.

(b) The legislature intends that, in order to provide the stable fiscal terms that will
encourage development of stranded gas projects, any contract developed under this Act will
express whether the state intends to be bound to the full extent allowed by the Constitution
of the State of Alaska; however, the legislature further intends that the terms of a contract
developed under this Act will not be binding on or enforceable against the state or the other
parties to the contract unless the governor is authorized to execute the contract by the
legislature.

(c) The legislature intends that a qualified sponsor or qualified sponsor group or a
contractor of a qualified sponsor or qualified sponsor group that enters into a contract
developed under this Act relating to a stranded gas project will, with respect to the project,
voluntarily

(1) undertake reasonable measures to hire Alaska residents to perform work
that they are qualified to perform on a competitive basis;
(2) assist Alaska residents who are capable of being qualified and who make
a good faith effort to obtain the requisite training required for employment; and
(3) use reasonable efforts to contract with qualified Alaska businesses when
their performance is competitive with regard to price, quality, and availability.
* Sec. 3. AS 43 is amended by adding a new chapter to read:
Chapter 82. Development of Alaska Stranded Gas.
Article 1. Contracts for Payments in Lieu of Other Taxes.
Sec. 43.82.010. PurposeThe purpose of this chapter is to
(1) encourage new investment to develop the state’s stranded gas
resources by authorizing establishment of fiscal terms related to that new investment
without significantly altering tax and royalty methodologies and rates on existing oil
and gas infrastructure and production;

(2) allow the fiscal terms applicable to a qualified sponsor or the
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members of a qualified sponsor group, with respect to a qualified project, to be tailored
to the particular economic conditions of the project and to establish those fiscal terms
in advance with as much certainty as the Constitution of the State of Alaska allows;
and

(3) maximize the benefit to the people of the state of the development
of the state’s stranded gas resources.

Sec. 43.82.020. Contracts for payments in lieu of other taxes and for
royalty adjustments. The commissioner may, under this chapter, negotiate terms for
inclusion in a proposed contract with a qualified sponsor or qualified sponsor group
providing for

(1) periodic payment in lieu of one or more taxes that otherwise would
be imposed by the state or a municipality on the qualified sponsor or members of the
gualified sponsor group as a consequence of the sponsor’s or group’s participation in
an approved qualified project under this chapter; and

(2) certain adjustments regarding royalty under AS 43.82.220.

Article 2. Qualification and Application Procedures.

Sec. 43.82.100. Qualified project. Based on information available to the
commissioner, the commissioner may determine that a proposal for new investment is
a qualified project under this chapter only if the project

(1) is a project for the export of liquefied natural gas;

(2) would produce at least 500,000,000,000 cubic feet of stranded gas
within 20 years from the commencement of commercial operations; and

(3) is capable, subject to applicable commercial regulation and technical
and economic considerations, of making gas available to meet the reasonably
foreseeable demand in this state for gas within the economic proximity of the project.

Sec. 43.82.110. Qualified sponsor or qualified sponsor group.The
commissioner may determine that a person or group is a qualified sponsor or qualified
sponsor group if the person or a member of the group

(1) intends to own an equity interest in a qualified project, intends to
commit gas that it owns to a qualified project, or holds the permits that the department

determines are essential to construct and operate a qualified project; and

SCS CSHB 393(FIN) -6- HB0393D

New Text Underlined [DELETED TEXT BRACKETED]




© 0 N O 0o B~ W N B

W W RN NNINNNDNDRNNRNNIERERIERERR R R R b
P O © 0 N o OO B W N RP O © 0 N O 00 M W N R O

0-GH2006\X

(2) meets one or more of the following criteria:

(A) owns a working interest in at least 10 percent of the
stranded gas proposed to be developed by a qualified project;

(B) has the right to purchase at least 10 percent of the stranded
gas proposed to be developed by a qualified project;

(C) has the right to acquire, control, or market at least 10
percent of the stranded gas proposed to be developed by a qualified project;

(D) has a net worth equal to at least 33 percent of the estimated
cost of constructing a qualified project;

(E) has an unused line of credit equal to at least 25 percent of
the estimated cost of constructing a qualified project.

Sec. 43.82.120. Applications.(a) A qualified sponsor or qualified sponsor
group may submit to the department an application for development of a contract
under AS 43.82.020 evidencing that the requirements of AS 43.82.100 and 43.82.110
are met. The application must be submitted in the manner and form and contain the
information required by the department.

(b) Along with an application submitted under (a) of this section, an applicant
shall submit a proposed project plan for a qualified project that contains the following
information based on the information known to the applicant at the time of
application:

(1) a description of the work accomplished as of the date of the
application to further the project;

(2) a schedule of proposed development activity leading to the
projected commencement of commercial operations of the project;

(3) a description of the development activity proposed to be
accomplished under the proposed project plan;

(4) a description of each lease or property that the applicant believes
to contain the stranded gas that would be developed if the project was built;

(5) a description of the methods and terms under which the applicant
is prepared to make gas available to meet the reasonably foreseeable demand in this

state for gas within the economic proximity of the project during the term of the
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proposed contract, including proposed pipeline transportation and expansion rules if
pipeline transportation is a part of the proposed project;

(6) a detailed description of options to mitigate the increased demand
for public services and other negative effects caused by the project;

(7) a detailed description of options for the safe management and
operation of the project once it is constructed,;

(8) other information that the commissioner of revenue, in consultation
with the commissioner of natural resources, considers necessary to make a
determination that

(A) the work accomplished as of the date of application, the
schedule of proposed development activity, and the development activity
proposed to be accomplished under the proposed project plan reflect a proposal
for diligent development on the part of the applicant;

(B) the proposed project plan does not materially conflict with
the obligations of a lessee to the state under a lease or under a pool, unit, or
other agreement with the state; and

(C) the proposed project plan describes satisfactory methods and
terms for accommodating reasonably foreseeable demand for gas in this state
within the economic proximity of the project during the term of the proposed
contract.

(c) The requirements of (b) of this section do not diminish the obligations of
a qualified sponsor or member of a qualified sponsor group to the state or restrict the
authority of the commissioner of revenue or the commissioner of natural resources
under any other law or agreement relating to a plan of development for a lease, pool,
or unit.

Sec. 43.82.130. Qualified project plan.A proposed project plan submitted
under AS 43.82.120 may be approved as a qualified project plan under AS 43.82.140
if the proposed project plan

(1) reflects a proposal for diligent development of the project on the

part of the applicant;

(2) does not materially conflict with the obligations of a lessee to the
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state under a lease or under a pool, unit, or other agreement with the state; and

(3) describes satisfactory methods and terms for making gas available
to meet the reasonably foreseeable demand in this state for gas within the economic
proximity of the project during the term of the proposed contract.

Sec. 43.82.140. Review of applications and determination of qualifications.

(@) The commissioner shall review an application submitted under AS 43.82.120 to
determine whether the provisions of AS 43.82.100 concerning a qualified project and
AS 43.82.110 concerning a qualified sponsor or qualified sponsor group have been
met. The commissioner may approve an application only if those provisions have been
met.

(b) If the commissioner approves an application under (a) of this section, the
commissioner and the commissioner of natural resources shall review the proposed
project plan submitted with the application to determine whether the provisions of
AS 43.82.130 have been met. The commissioner may approve the proposed project
plan as a qualified project plan only if the commissioner of natural resources concurs
in the approval.

(c) The commissioner shall send to the applicant written notice of and the
reasons for the determinations made under (a) and (b) of this section.

Sec. 43.82.150. Actions challenging determinations on applicationga)

Only an applicant under AS 43.82.120 who is aggrieved by a determination of the
commissioner of revenue or the commissioner of natural resources under AS 43.82.140
may seek judicial review of the determination.

(b) The only grounds for judicial review of a determination made under
AS 43.82.140 are

(1) failure to follow the qualification and application procedures set out
in AS 43.82.100 - 43.82.180; or

(2) abuse of discretion that is so capricious, arbitrary, or confiscatory
as to constitute a denial of due process.

Sec. 43.82.160. Multiple applications for similar or competing qualified
projects. Nothing in this chapter prohibits different qualified sponsors or different

gualified sponsor groups from submitting applications under AS 43.82.120 relating to
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similar or competing qualified projects or prohibits the commissioner of revenue or the
commissioner of natural resources from reviewing and approving applications and
proposed project plans under AS 43.82.140 relating to similar or competing qualified
projects.

Sec. 43.82.170. Application deadlineThe commissioner of revenue or the
commissioner of natural resources may not act on an application for a contract
submitted under AS 43.82.120 unless the application is received by the Department of
Revenue no later than June 30, 2001.

Sec. 43.82.180. Withdrawal of applications. Subject to the terms of a
reimbursement agreement under AS 43.82.240 or other agreement with the Department
of Revenue, the Department of Natural Resources, the commissioner of revenue, or the
commissioner of natural resources affecting the withdrawal of an application, a
gualified sponsor or qualified sponsor group may withdraw an application submitted
under AS 43.82.120 at any time before the date that the commissioner of revenue
submits a contract to the governor under AS 43.82.430 without further obligation under
this chapter.

Article 3. Contract Development.

Sec. 43.82.200. Contract developmentlf the commissioner approves an
application and proposed project plan under AS 43.82.140, the commissioner may
develop a contract that may include

(1) terms concerning periodic payment in lieu of one or more taxes as
provided in AS 43.82.210;
(2) terms developed under AS 43.82.220 relating to
(A) timing and notice of the state’s right to take royalty in kind
or in value; and
(B) royalty value;
(3) terms regarding the hiring of Alaska residents and contracting with
Alaska businesses under AS 43.82.230;
(4) terms regarding periodic payment to, or an equity or other interest
in a project for, municipalities under AS 43.82.500;

(5) terms regarding arbitration or alternative dispute resolution
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procedures;
(6) terms and conditions for administrative termination of a contract
under AS 43.82.445; and
(7) other terms or conditions that are
(A) necessary to further the purposes of this chapter; or
(B) in the best interests of the state.

Sec. 43.82.210. Contract terms relating to payment in lieu of one or more
taxes. (a) If the commissioner approves an application and proposed project plan
under AS 43.82.140, the commissioner may develop proposed terms for inclusion in
a contract under AS 43.82.020 for periodic payment in lieu of one or more of the
following taxes that otherwise would be imposed by the state or a municipality on the
qualified sponsor or member of a qualified sponsor group as a consequence of
participating in an approved qualified project:

(1) oil and gas production taxes and oil surcharges under AS 43.55;

(2) oil and gas exploration, production, and pipeline transportation
property taxes under AS 43.56;

(3) oil and gas conservation tax under AS 43.57,

(4) Alaska net income tax under AS 43.20;

(5) municipal sales and use tax under AS 29.45.650 - 29.45.710;

(6) municipal property tax under AS 29.45.010 - 29.45.250 or
29.45.550 - 29.45.600;

(7) municipal special assessments under AS 29.46;

(8) a comparable tax or levy imposed by the state or a municipality
after the effective date of this section;

(9) other state or municipal taxes or categories of taxes identified by
the commissioner.

(b) If the commissioner chooses to develop proposed terms under (a) of this
section, the commissioner shall, if practicable and consistent with the long-term fiscal
interests of the state, develop the terms in a manner that attempts to balance the
following principles:

(1) the terms should, in conjunction with other factors such as cost
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reduction of the project, cost overrun risk reduction of the project, increased fiscal
certainty, and successful marketing, improve the competitiveness of the approved
gualified project in relation to other development efforts aimed at supplying the same
market;

(2) the terms should accommodate the interests of the state, affected
municipalities, and the project sponsors under a wide range of economic conditions,
potential project structures, and marketing arrangements;

(3) the state’s and affected municipalities’ combined share of the
economic rent of the approved qualified project under the contract should be relatively
progressive; that is, the state’s and affected municipalities’ combined annual share of
the economic rent of the approved qualified project generally should not increase when
there are decreases in project profitability, or decrease when there are increases in
project profitability;

(4) the state’s and affected municipalities’ combined share of the
economic rent of the approved qualified project under the contract should be relatively
lower in the earlier years than in the later years of the approved qualified project;

(5) the terms should allow the project sponsors to retain a share of the
economic rent of the approved qualified project that is sufficient to compensate the
sponsors for risks under a range of economic circumstances;

(6) the terms should provide the state and affected municipalities with
a significant share of the economic rent of the approved qualified project, when
discounted to present value, under favorable price and cost conditions;

(7) the method for calculating the periodic payment in lieu of certain
taxes under the contract should be clear and unambiguous; and

(8) while cost calculations for the approved qualified project under the
contract should be based on amounts that closely approximate actual costs, agreed-
upon formulas reflecting reasonable economic assumptions should be used if possible
to promote administrative certainty and efficiency.

(c) Except as provided in (b) of this section, the commissioner’s discretion
under this section in developing proposed terms for a contract under AS 43.82.020 is

not limited to consideration of the economic rent of the approved qualified project.
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Sec. 43.82.220. Contract terms relating to royalty(a) Notwithstanding any
contrary provisions of AS 38, the commissioner of natural resources, with the
concurrence of the commissioner of revenue and the affected parties holding a state
lease or unit agreement, may develop proposed terms for inclusion in a contract under
AS 43.82.020 that modify the timing and notice provisions of the applicable oil and
gas leases and unit agreements pertaining to the state’s rights to receive its royalty on
gas in kind or in value if

(1) the viability of the approved qualified project depends on long-term
gas purchase and sale agreements;

(2) certainty over time regarding the quantity of royalty gas that the
state may be taking in kind is needed to secure the long-term purchase and sale
agreements;

(3) the specified period of the state’s commitment to take its royalty
share in value or in kind does not exceed the term of the purchase and sale
agreements; and

(4) the modification does not impair the ability of the approved
qualified project or the state to meet the reasonably foreseeable demand in this state
for gas within economic proximity of the project during the term of the contract
developed under AS 43.82.020.

(b) Notwithstanding any contrary provisions of AS 38, the commissioner of
natural resources, with the concurrence of the commissioner of revenue and the
affected parties holding a state lease or unit agreement, may develop proposed terms
for inclusion in a contract under AS 43.82.020 that establish a valuation method for
the state’s royalty share of the gas production from an approved qualified project.

(c) The commissioner of revenue shall include any proposed terms relating to
royalty developed in accordance with this section in the proposed contract under
AS 43.82.400.

(d) Nothing in this chapter permits modification of the state's rights that relate
to timing, notice, and rights to receive oil royalty in kind or in value under oil and gas
leases or unit agreements.

Sec. 43.82.230. Contract terms relating to hiring of Alaska residents and
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contracting with Alaska businesses. (a) The commissioner shall include in a
contract under AS 43.82.020 a term requiring the qualified sponsor or qualified
sponsor group and contractors of the qualified sponsor or qualified sponsor group to
comply with all valid federal, state, and municipal laws relating to hiring Alaska
residents and contracting with Alaska businesses to work in the state on the approved
gualified project and not to discriminate against Alaska residents or Alaska businesses.
Within the constraints of law, the commissioner shall also include in a contract under
AS 43.82.020 a term that requires the qualified sponsor or qualified sponsor group and
contractors of the qualified sponsor or qualified sponsor group to employ Alaska
residents and to contract with Alaska businesses to work in the state on the approved
gualified project to the extent the residents and businesses are available, competitively
priced, and qualified.

(b) The commissioner shall include in a contract under AS 43.82.020 a term
requiring the qualified sponsor or qualified sponsor group and contractors of the
gualified sponsor or qualified sponsor group to

(1) advertise for available positions in newspapers in the location where
the work is to be performed and in other publications distributed throughout the state,
including in rural areas; and

(2) use Alaska job service organizations located throughout the state
and not just in the location where the work is to be performed in order to notify
Alaskans of work opportunities on the approved qualified project.

(c) Subject to the voluntary agreement of the qualified sponsor, the
commissioner may include a term in the contract providing for incentives to encourage
training and hiring of Alaska residents.

(d) This section does not create or abridge individual rights and does not create
a private right of action for any person.

(e) For purposes of this section,

(1) "Alaska business" means a firm or contractor that

(A) has held an Alaska business license for the preceding 12
months;

(B) maintains, and has maintained for the preceding 12 months,
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a place of business in the state that competently and professionally deals in
supplies, services, or construction of the nature required for the approved
gualified project; and
(C) is
(i) a sole proprietorship and the proprietor is an Alaska
resident;
(i) a partnership and more than 50 percent of the
partnership interest is held by Alaska residents;
(i) a limited liability company and more than 50
percent of the membership interest is held by Alaska residents;
(iv) a corporation that has been incorporated in the state
or is authorized to do business in the state; or
(v) a joint venture and a majority of the venturers
qualify as Alaska businesses under this paragraph;

(2) "Alaska job service organizations" means those offices maintained
by the state and recommended by the Department of Labor whose functions are to aid
the unemployed or underemployed in finding employment;

(3) "Alaska resident” means a natural person who

(A) receives a permanent fund dividend under AS 43.23; or
(B) is registered to vote under AS 15 and qualifies for a
resident fishing, hunting, or trapping license under AS 16;

(4) "available,” as applied to an Alaska resident or Alaska business,
means that the resident or business is available for employment at the time required
and is located anywhere in the state, not just in the area of the state where the work
is to be performed,

(5) "qualified," as applied to an Alaska resident or Alaska business,
means that the resident or business possesses the requisite education, training, skills,
certification, or experience to perform the work necessary for a particular position or
to perform a particular service.

Sec. 43.82.240. Use of an independent contractofa) The commissioner

may use an independent contractor to assist in the evaluation of an application or in
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the development of contract terms under AS 43.82.200. The commissioner may

condition the development of a contract under AS 43.82.020 on an agreement by the
applicant to reimburse the state for the expenses of an independent contractor under
this section.

(b) An independent contractor selected under this section must sign an
agreement regarding confidentiality and disclosures consistent with the determinations
made under AS 43.82.310 before the contractor may review information that is
determined confidential under AS 43.82.310.

(c) Selection of an independent contractor under this section is not subject to
AS 36.30 (State Procurement Code).

Sec. 43.82.250. Term of contract; effective dateThe term of a contract
developed under AS 43.82.020 may be for no longer than is necessary to develop the
stranded gas that is subject to the contract; however, the term of the contract may not
exceed 35 years from the commencement of commercial operations of the approved
gualified project.

Sec. 43.82.260. Change of parties to an application or a contract;
assignment of interests. (a) A qualified sponsor or member of a qualified sponsor
group may assign an interest in or add or withdraw a party to an application under
AS 43.82.120 only if the commissioner has

(1) made a finding that the assignment, addition, or withdrawal is
consistent with the requirements of AS 43.82.110; and

(2) given prior written approval for the assignment, addition, or
withdrawal.

(b) A contract developed under this chapter may provide for the assignment
to or withdrawal of a qualified sponsor or member of a qualified sponsor group.

(c) Upon being added to an application under this section, a party becomes a
gualified sponsor or a member of a qualified sponsor group, as appropriate, for the
relevant project.

(d) The commissioner may not unreasonably withhold approval under (a) of
this section, but may condition the approval in any way reasonably necessary to protect

the fiscal interests of the state and to further the purposes of this chapter.
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(e) For purposes of this section, an assignment includes a transfer of stock or
a partnership interest in a manner that changes control of a qualified sponsor or
member of a qualified sponsor group.

Sec. 43.82.270. Project plans and work commitmentsA contract under
AS 43.82.020 must include the qualified project plan approved under AS 43.82.140
and provisions for updating the plan at reasonable intervals until the commencement
of commercial operations of the approved qualified project. The commissioner of
revenue, in consultation with the commissioner of natural resources, may, as a term
in a contract under AS 43.82.020, include work commitments or other obligations in
the contract to be accomplished before the commencement of commercial operations
of the approved qualified project.

Article 4. Requests for Information; Confidentiality;
Disclosure of Information.

Sec. 43.82.300. Requests for informationThe commissioner of revenue or
the commissioner of natural resources may request from an applicant information that
the respective commissioner determines is necessary to perform the respective
commissioner’s responsibilities under AS 43.82.140. If the application is approved
under AS 43.82.140, the respective commissioner shall require the successful applicant
to provide financial, technical, and market information regarding the qualified project
that the respective commissioner determines is necessary for the purpose of developing
contract terms for the qualified project under AS 43.82.200. If requested information
is not provided, the commissioner of revenue may not continue to review the
application under AS 43.82.140 or develop the contract under AS 43.82.200 -
43.82.270, as applicable.

Sec. 43.82.310. Disclosure of information; confidentiality(a) An applicant
may request confidential treatment of information that the applicant provides under
AS 43.82.300 by clearly identifying the information and the reasons supporting the
request for confidential treatment. The commissioner of revenue or the commissioner
of natural resources, as appropriate, shall keep the information confidential until the
commissioner determines whether the requirements of (b) of this section are met. If

the commissioner of revenue or the commissioner of natural resources has not made
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a determination under (b) of this section within 14 days after receiving a request for
confidential treatment, the request is considered denied. If the appropriate
commissioner determines that the information does not meet the requirements of (b)
of this section or if the commissioner fails to make a determination within 14 days, the
commissioner shall return the information and any copies of it at the request of the
applicant. If the commissioner of revenue or the commissioner of natural resources,
as appropriate, returns information under this subsection, the commissioner shall cease
review of the application or cease contract development under AS 43.82.200 -
43.82.270, as appropriate, unless the commissioner determines that the returned
information is unnecessary to make a determination on the application or to develop
contract terms under AS 43.82.200 - 43.82.270.

(b) If requested by the applicant, information provided to the commissioner of
revenue or the commissioner of natural resources under AS 43.82.300 shall be kept
confidential if the commissioner receiving the information determines, upon an
adequate showing by the applicant, that the information

(1) is a trade secret or other proprietary research, development, or
commercial information that the applicant treats as confidential;

(2) affects the applicant’'s competitive position; and

(3) has commercial value that may be significantly diminished by
public disclosure or that public disclosure is not in the long-term fiscal interests of the
state.

(c) Information determined to be confidential under (b) of this section is
confidential under that subsection only so long as is necessary to protect the
competitive position of the applicant, to prevent the significant diminution of the
commercial value of the information, or to protect the long-term fiscal interests of the
state. The commissioner of revenue or the commissioner of natural resources, as
appropriate, may not release information that the commissioner has previously
determined to be confidential under (b) of this section without providing the applicant
notice and an opportunity to be heard.

(d) Notwithstanding the limitation in (c) of this section, the Department of

Revenue and the Department of Natural Resources may provide to one another, to the
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Department of Law, to the legislature, and to the Office of the Governor any
information provided under AS 43.82.300 relevant to the implementation of this
chapter or to the enforcement of state or federal laws. Information that is exchanged
under this subsection that was determined to be confidential under (b) of this section
remains confidential except as provided in (c) of this section. The portions of the
records and files of the Department of Revenue, the Department of Natural Resources,
the Department of Law, the legislature, and the Office of the Governor that reflect,
incorporate, or analyze information that is determined to be confidential under (b) of
this section are not public records except as provided in (c) of this section.

(e) Notwithstanding the limitation in (c) of this section, information that is
determined to be confidential under (b) of this section shall be disclosed on request by
the commissioner of revenue, the commissioner of natural resources, or the attorney
general to a legislator; to the legislative auditor; and, as directed by the chair or vice-
chair of the Legislative Budget and Audit Committee, to the director of legislative
finance, to the permanent employees of those divisions who are responsible for
evaluating a contract under AS 43.82.020, and to agents or contractors of the
legislative auditor or the director of legislative finance who are engaged to evaluate
a contract under AS 43.82.020. Information that is determined to be confidential under
(b) of this section may also be disclosed by the commissioner of revenue or the
commissioner of natural resources to an independent contractor under AS 43.82.240
or to a municipal advisory group established under AS 43.82.510. Before confidential
information is disclosed under this subsection, the person receiving the information
must sign an appropriate confidentiality agreement.

(H If the commissioner of revenue chooses to develop a contract under
AS 43.82.020, the portions of the records and files of the Department of Revenue, the
Department of Natural Resources, the Department of Law, and a municipal advisory
group established under AS 43.82.510 that reflect, incorporate, or analyze information
that is relevant to the development of the position or strategy of the commissioner of
revenue, the commissioner of natural resources, or the attorney general with respect
to a particular provision that may be incorporated into the contract are not public

records until the commissioner of revenue gives public notice under AS 43.82.410 of
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the commissioner’s preliminary findings and determination under AS 43.82.400.
Nothing in this subsection

(1) makes a record or file of the Department of Revenue, the
Department of Natural Resources, or the Department of Law a public record that
otherwise would not be a public record under AS 09.25.100 - 09.25.220;

(2) affects the confidentiality provisions of (a) - (e) of this section; or

(3) abridges a privilege recognized under the laws of this state, whether
at common law or by statute or by court rule.

Article 5. Contract Review, Approval, and Termination.

Sec. 43.82.400. Preliminary findings and determination regarding the
contract. (a) If the commissioner develops a proposed contract under AS 43.82.200 -
43.82.270, the commissioner shall

(1) make preliminary findings and a determination that the proposed
contract terms are in the long-term fiscal interests of the state and further the purposes
of this chapter; and

(2) prepare a proposed contract that includes those terms and shall
submit the contract to the governor.

(b) To make the preliminary findings and determination required by (a)(1) of
this section, the commissioner shall compare the projected public revenue anticipated
from the approved qualified project with the estimated operating and capital costs of
the additional state and municipal services anticipated to arise from the construction
and operation of the approved qualified project. The commissioner shall address the
reasonably foreseeable effects of the proposed contract on the public revenue.

(c) In conjunction with the making of preliminary findings and determination
required by (a)(1) of this section, the commissioner shall describe the principal factors,
including the projected price of gas, projected production rate or volume of gas, and
projected recovery, development, construction, and operating costs, upon which the
determination made under (a)(1) of this section is based. If the commissioner has
previously submitted a proposed contract to the governor, the commissioner shall
describe any material differences between the terms of the currently proposed contract

and the previously proposed contract.
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Sec. 43.82.410. Notice and comment regarding the contract. The
commissioner shall

(1) give reasonable public notice of the preliminary findings and
determination made under AS 43.82.400;

(2) make copies of the proposed contract, the commissioner's
preliminary findings and determination, and, to the extent the information is not
required to be kept confidential under AS 43.82.310, the supporting financial,
technical, and market data, including the work papers, analyses, and recommendations
of any independent contractors used under AS 43.82.240 available to the public and
to

(A) the presiding officer of each house of the legislature;

(B) the chairs of the finance and resources committees of the
legislature; and

(C) the chairs of the special committees on oil and gas, if any,
of the legislature;

(3) offer to appear before the Legislative Budget and Audit Committee
to provide the committee a review of the commissioner's preliminary findings and
determination, the proposed contract, and the supporting financial, technical, and
market data; if the Legislative Budget and Audit Committee accepts the commissioner's
offer, the committee shall give notice of the committee's meeting to the public and all
members of the legislature; if the financial, technical, and market data that is to be
provided must be kept confidential under AS 43.82.310, the commissioner may not
release the confidential information during a public portion of a committee meeting;
and

(4) establish a period of at least 30 days for the public and members
of the legislature to comment on the proposed contract and the preliminary findings
and determination made under AS 43.82.400.

Sec. 43.82.420. Coordination of public and legislative reviewl o the extent
practicable, the commissioner shall coordinate the public comment opportunity
provided under AS 43.82.410(4) with a review by the Legislative Budget and Audit
Committee under AS 43.82.410(3).
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Sec. 43.82.430. Final findings, determination, and proposed amendments;
execution of the contract. (a) Within 30 days after the close of the public comment
period under AS 43.82.410(4), the commissioner of revenue shall

(1) prepare a summary of the public comments received in response to
the proposed contract and the preliminary findings and determination;

(2) after consultation with the commissioner of natural resources, if
appropriate, and with the pertinent municipal advisory group established under
AS 43.82.510, prepare a list of proposed amendments, if any, to the proposed contract
that the commissioner of revenue determines are necessary to respond to public
comments;

(3) make final findings and a determination as to whether the proposed
contract and any proposed amendments prepared under (2) of this subsection meet the
requirements and purposes of this chapter.

(b) After considering the material described in (a) of this section and securing
the agreement of the other parties to the proposed contract regarding any proposed
amendments prepared under (a) of this section, if the commissioner determines that the
contract is in the long-term fiscal interests of the state, the commissioner shall submit
the contract to the governor.

(c) The commissioner's final findings and determination under (a) of this
section are final agency decisions under this chapter.

Sec. 43.82.435. Legislative authorization.The governor may transmit a
contract developed under this chapter to the legislature together with a request for
authorization to execute the contract. A contract developed under this chapter is not
binding upon or enforceable against the state or other parties to the contract unless the
governor is authorized to execute the contract by law. The state and the other parties
to the contract may execute the contract within 60 days after the effective date of the
law authorizing the contract.

Sec. 43.82.440. Judicial review. A person may not bring an action
challenging the constitutionality of a law authorizing a contract enacted under
AS 43.82.435 or the enforceability of a contract executed under a law authorizing a

contract enacted under AS 43.82.435 unless the action is commenced within 120 days
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after the date that the contract was executed by the state and the other parties to the
contract.

Sec. 43.82.445. Administrative termination of a contract. (a) The
commissioner shall include terms in a contract developed under AS 43.82.020 that
provide for administrative termination of a party's rights under the procedures and
conditions set out in this section if the party has

(1) ceased to meet the requirements of AS 43.82.110 as a qualified
sponsor or qualified sponsor group;

(2) intentionally or fraudulently misrepresented, in whole or in part,
material facts or circumstances upon which the contract was made;

(3) failed to comply with a condition or material term of the contract
or a provision of this chapter; or

(4) failed to comply with the approved qualified project plan or any
updated project plan.

(b) Before administrative termination of a contract under this section, the
commissioner shall give notice to the parties of the commissioner's intent to terminate
the contract and an opportunity to be heard. The commissioner may also provide the
parties an opportunity to cure any deficiency that is the basis for the termination if the
commissioner determines that curing the deficiency is appropriate under the
circumstances.

(c) Notwithstanding (a) and (b) of this section, the commissioner may not
administratively terminate a contract after the party has committed full project funding
except as provided in (e) of this section.

(d) A party to a contract who is affected by the commissioner's action to
terminate under (a) of this section may file an appeal with the superior court under the
Alaska Rules of Appellate Procedure.

(e) The commissioner may provide terms and conditions in a contract
developed under AS 43.82.020 upon which a party’s rights under the contract may be
administratively terminated after the party commits full project funding.

Article 6. Municipal Participation.

Sec. 43.82.500. Obligation to share payments with municipalitieslf the
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commissioner develops a contract under AS 43.82.020 that includes terms that exempt
a party to the contract, and the property, gas, products, and activities associated with
the approved qualified project that is subject to the contract, from a municipal tax or
assessment in accordance with AS 29.45.810 or AS 29.46.010(b), or AS 43.82.200 and
43.82.210, the commissioner shall include a term in the contract that the party pay a
portion of the periodic payments due under the contract to the revenue-affected
municipality.

Sec. 43.82.505. Payments to economically affected municipalitiet. the
commissioner executes a contract under AS 43.82.020 that will produce one or more
economically affected municipalities, the commissioner shall include a term in the
contract that provides for a portion of the periodic payments to the economically
affected municipalities under the principles in AS 43.82.520.

Sec. 43.82.510. Municipal advisory group(a) If the commissioner approves
an application and proposed project plan under AS 43.82.140 and decides to develop
a contract under AS 43.82.020 and 43.82.200, the commissioner shall notify each
revenue-affected municipality and economically affected municipality.

(b) The mayor of a municipality notified by the commissioner under (a) of this
section may appoint one representative to a municipal advisory group in relation to the
application.

(c) Each municipal advisory group serves until a final action is taken on the
application for which the group was appointed.

(d) Each municipal advisory group shall elect a chair.

Sec. 43.82.520. Duties of the commissioner of revenue in relation to
municipal participation. (a) The commissioner shall meet with each municipal
advisory group periodically to report on the development of the contract provisions that
affect the municipalities.

(b) In developing a contract under AS 43.82.200 - 43.82.270, the commissioner
shall ensure that each revenue-affected municipality and economically affected
municipality receives a fair and reasonable share of the payments provided under
AS 43.82.210 in accordance with the following principles:

(1) the share of the payments to revenue-affected municipalities should
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be given priority over payments to economically affected municipalities with due
regard to the anticipated size of the tax base that the contract would exempt from
municipal taxation by revenue-affected municipalities;

(2) the share of the payments to municipalities should be determined
with due regard to the anticipated economic and social burdens that would be imposed
on the municipality by construction and operation of the project;

(3) the respective shares of the total payments to the state and to
municipalities should be fixed in a manner to ensure that their respective interests are
aligned;

(4) to the extent practicable, the periodic amounts paid to each of the
municipalities should be stable and predictable; and

(5) to the extent practicable, the provisions for sharing payments with
municipalities should be consistent with the principles established in AS 43.82.210(b).

(c) In establishing the municipal shares under (b) of this section, the
commissioner shall consult with the pertinent municipal advisory group.

Article 7. Miscellaneous Provisions.

Sec. 43.82.600. Governing lawlf a provision of this chapter conflicts with
another provision of state or municipal law, the provision of this chapter governs.

Sec. 43.82.610. Regulationd'he commissioner of revenue, the commissioner
of natural resources, and the commissioner of labor may adopt regulations to carry out
their respective duties under this chapter.

Sec. 43.82.620. Procedures for collection of amounts due; securitya)
The commissioner may adopt procedures for the collection of amounts due the state
under a contract developed under AS 43.82.020, including the collection of interest and
penalties.

(b) The commissioner may require a party to a contract developed under
AS 43.82.020 to provide security sufficient to guarantee amounts due under the
contract.

Sec. 43.82.630. Reports and auditsThe commissioner may require periodic
reports from and may at reasonable intervals conduct audits and inspect the books of

a party that has entered into a contract developed under AS 43.82.020 to ensure
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compliance with the provisions of this chapter and the regulations adopted under this
chapter and of the terms of the contract.

Sec. 43.82.640. Annual report of the commissioner of laborOn an annual
basis, the commissioner of labor shall prepare and present to the legislature a
comprehensive report on each party to a contract with the state developed under
AS 43.82.020, and its contractors, regarding the state residency of the employees
working in this state on the approved qualified project that is subject to the contract.
The commissioner of labor shall use state databases, including data from the quarterly
reports by a party to the contract developed under AS 43.82.020 and its contractors for
unemploymentinsurance purposes, to determine state residency of employees regarding
compliance with AS 43.82.230.

Article 8. General Provisions.

Sec. 43.82.900. Definitions. In this chapter, unless the context requires
otherwise,

(1) "affected municipality" means an economically affected
municipality or a revenue-affected municipality;

(2) "commencement of commercial operations” means the start of
regular deliveries of marketable products from an approved qualified project;

(3) "cubic foot of gas" means the quantity of gas contained in a volume
of one cubic foot at a standard temperature of 60 degrees Fahrenheit and a standard
absolute pressure of 14.65 pounds per square inch;

(4) "economically affected municipality” means a municipality the
commissioner of revenue determines will be reasonably required to provide additional
public services under the terms proposed in an application approved under
AS 43.82.140(a); the commissioner may consider historical data from construction of
the Trans Alaska Pipeline System, and information submitted by a municipality in
making the determination;

(5) "economic proximity" means the distance within which a person
may be willing to design, construct, and operate a gas line to provide service to a local
consumer;

(6) "economic rent" means the estimated total gross revenue less
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estimated total costs for a qualified project over the term of a contract under

AS 43.82.020, measured in undiscounted nominal dollars; for purposes of this

paragraph, total costs do not include a rate of return on capital, financing costs, or any
payments to governments;

(7) "full project funding" means full approval by a party to a contract
under AS 43.82.020 for the expenditure of the capital necessary for construction and
operation of the approved qualified project that is subject to the contract;

(8) "gas" has the meaning given in AS 43.55.900;

(9) "group" means two or more persons;

(10) "lease or property" has the meaning given in AS 43.55.900;

(11) "periodic payment" means payment made in lieu of one or more
other taxes under a contract under AS 43.82.020;

(12) '"revenue-affected municipality" means a municipality that the
commissioner of revenue reliably expects will be restricted from imposing a tax, or a
portion of a tax, as a result of implementation of a contract developed under this
chapter;

(13) "stranded gas" means gas that is not being marketed due to
prevailing costs or price conditions as determined by an economic analysis by the
commissioner for a particular project.

Sec. 43.82.990. Short title.This chapter may be cited as the Alaska Stranded
Gas Development Act.

* Sec. 4. AS 29.10.200 is amended by adding new paragraphs to read:

(54) AS 29.45.810 (exemption from municipal taxation);
(55) AS 29.46.010(b) (exemption from municipal assessment).

* Sec. 5. AS 29.45 is amended by adding a new section to read:

Sec. 29.45.810. Exemption from municipal taxation. (a) A party to a
contract approved by the legislature as a result of submission of a proposed contract
developed under AS 43.82 or as a result of acts by the legislature in implementing the
purposes of AS 43.82, and the property, gas, products, and activities associated with
the approved qualified project that is subject to the contract, are exempt, as specified

in the contract, from all taxes identified in the contract that would be levied and
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collected by a municipality under state law as a consequence of the participation by
the party in the approved qualified project.

(b) This section applies to home rule and general law municipalities.

* Sec. 6. AS 29.46.010 is amended by adding a new subsection to read:

(b) Notwithstanding (a) of this section, a party to a contract approved by the
legislature as a result of submission of a proposed contract developed under AS 43.82
or as a result of acts by the legislature in implementing the purposes of AS 43.82, is
exempt, as specified in the contract, from assessment under this chapter against real

property associated with the approved qualified project that is subject to the contract.

* Sec. 7. AS 36.30.850(b) is amended by adding a new paragraph to read:

(38) contracts between the commissioner of revenue and an independent
contractor under AS 43.82.240.

* Sec. 8. AS 43.20.072 is amended by adding a new subsection to read:

(h) A taxpayer that has signed a contract approved by the legislature as a result
of submission of a proposed contract developed under AS 43.82 or as a result of acts
by the legislature in implementing the purposes of AS 43.82, providing for payments
in lieu of the tax under this chapter and that has nexus with the state solely as the
result of the taxpayer's participation in the approved qualified project that is subject
to the contract or would not, but for such participation, be engaged in the production
of oil or gas from a lease or property in this state or engaged in the transportation of
oil or gas by pipeline in this state, is not required to file a return under this section

unless required to do so by the contract.

* Sec. 9. AS 43.20.073 is amended by adding a new subsection to read:

(h) A corporation that has signed a contract approved by the legislature as a
result of submission of a proposed contract developed under AS 43.82 or as a result
of acts by the legislature in implementing the purposes of AS 43.82, providing for
payments in lieu of the tax under this chapter and that has nexus with the state solely
as the result of the corporation's participation in the approved qualified project that is
subject to the contract is not required to file a return under this section unless required

to do so by the contract.

* Sec. 10. SEVERABILITY. Under AS 01.10.030, if any provision of this Act, or the
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1 application of a provision of this Act to any person or circumstance, is held invalid, the
2 remainder of this Act and the application to other persons or circumstances is not affected.
3 * Sec. 11. This Act takes effect immediately under AS 01.10.070(c).
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CS FOR HOUSE BILL NO. 16(FIN) am
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-THIRD LEGISLATURE - FIRST SESSION
BY THE HOUSE FINANCE COMMITTEE

Amended: 3/26/03
Offered: 3/19/03

Sponsor(s): REPRESENTATIVES FATE, Whitaker, Chenault, Holm, Kohring, Heinze, Crawford,
Guttenberg, Lynn

SENATORS Elton, Wagoner, Seekins, Lincoln, Dyson, Guess, Bunde, Wilken, Green, Cowdery, Ben Stevens,
Ellis, Olson

A BILL
FOR AN ACT ENTITLED
"An Act amending, for purposes of the Alaska Stranded Gas Development Act, the
standards applicable to determining whether a proposed new investment constitutes a
qualified project, the standards used to determine whether a person or group qualifies
as a project sponsor or project sponsor group, and the deadline for applications relating
to the development of contracts for payments in lieu of taxes and for royalty
adjustments that may be submitted for consideration, and modifying the conditions
bearing on the use of independent contractors to evaluate applications or to develop
contract terms; providing statements of intent for the Act relating to use of project labor

agreements and to reopening of contracts; and providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The uncodified law of the State of Alaska is amended by adding a new section

to read:
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LEGISLATIVE INTENT. It is the intent of the legislature that
(1) in awarding contracts under the Alaska Stranded Gas Development Act, a
qualified sponsor or qualified sponsor group and contractors of the qualified sponsor or
qualified sponsor group may develop and enter into project labor agreements with appropriate
collective bargaining organizations for each project for which a contract is entered into; and
(2) each contract for payments in lieu of taxes and for royalty adjustments
entered into under the Alaska Stranded Gas Development Act contain a provision by which
the contract may be reopened by any party to the contract; the subject matter of the reopening
may be dealt with through the use of arbitration proceedings agreed on by the parties.
* Sec. 2. AS 43.82.100 is amended to read:
Sec. 43.82.100. Qualified project. Based on information available to the
commissioner, the commissioner may determine that a proposal for new investment is
a qualified project under this chapter [ONLY] if the project

(1) principally involves

(A) the transportation of natural gas by pipeline to one or

more markets, together with any associated processing or treatment;

(B) [IS A PROJECT FOR] the export of liquefied natural gas

from the state to one or more other states or countries:; or

(C) any other technology that commercializes the shipment

of natural gas within the state or from the state to one or more other states

or countries;
(2) would produce at least 500,000,000,000 cubic feet of stranded gas
within 20 years from the commencement of commercial operations; and
(3) is capable, subject to applicable commercial regulation and
technical and economic considerations, of making gas available to meet the reasonably
foreseeable demand in this state for gas within the economic proximity of the project.
* Sec. 3. AS 43.82.110 is amended to read:
Sec. 43.82.110. Qualified sponsor or qualified sponsor group. The
commissioner may determine that a person or group is a qualified sponsor or qualified
sponsor group if the person or a member of the group

(1) intends to own an equity interest in a qualified project, intends to

CSHB 16(FIN) am -2- HB0016e
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commit gas that it owns to a qualified project, or holds the permits that the department
determines are essential to construct and operate a qualified project; and
(2) meets one or more of the following criteria:
(A) owns a working interest in at least 10 percent of the
stranded gas proposed to be developed by a qualified project;
(B) has the right to purchase at least 10 percent of the stranded
gas proposed to be developed by a qualified project;
(C) has the right to acquire, control, or market at least 10
percent of the stranded gas proposed to be developed by a qualified project;
(D) has a net worth equal to at least 10 [33] percent of the
estimated cost of constructing a qualified project;
(E) has an unused line of credit equal to at least 15 [25] percent
of the estimated cost of constructing a qualified project.
* Sec. 4. AS 43.82.170 is amended to read:

Sec. 43.82.170. Application deadline. The commissioner of revenue or the
commissioner of natural resources may not act on an application for a contract
submitted under AS 43.82.120 unless the application is received by the Department of
Revenue no later than March 31, 2005 [JUNE 30, 2001].

* Sec. 5. AS 43.82.240(a) is amended to read:

(a) The commissioner may use independent contractors [AN

INDEPENDENT CONTRACTOR] to assist in the evaluation of an application or in

the development of contract terms under AS 43.82.200. The commissioner may
condition the development of a contract under AS 43.82.020 on an agreement by the
applicant to reimburse the state for the reasomable expenses of independent
contractors [AN INDEPENDENT CONTRACTOR] under this section. A

reimbursement of expenses that is required in an agreement authorized by this

subsection may not exceed $1.500,000 for each application.
* Sec. 6. This Act takes effect immediately under AS 01.10.070(c).
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Alaska Stranded Gas Development Act
(as amended in 2003)

Sec. 43.82.010. Purpose.

The purpose of this chapter is to

(1) encourage new investment to develop the state's stranded gas resources by authorizing
establishment of fiscal terms related to that new investment without significantly altering tax and
royalty methodologies and rates on existing oil and gas infrastructure and production;

(2) allow the fiscal terms applicable to a qualified sponsor or the members of a qualified sponsor
group, with respect to a qualified project, to be tailored to the particular economic conditions of
the project and to establish those fiscal terms in advance with as much certainty as the
Constitution of the State of Alaska allows; and

(3) maximize the benefit to the people of the state of the development of the state's stranded
gas resources.

Sec. 43.82.020. Contracts for payments in lieu of other taxes and for royalty adjustments.

The commissioner may, under this chapter, negotiate terms for inclusion in a proposed contract
with a qualified sponsor or qualified sponsor group providing for

(1) periodic payment in lieu of one or more taxes that otherwise would be imposed by the state
or a municipality on the qualified sponsor or members of the qualified sponsor group as a
consequence of the sponsor's or group's participation in an approved qualified project under this
chapter; and

(2) certain adjustments regarding royalty under AS 43.82.220 .

Sec. 43.82.100. Qualified project.

Based on information available to the commissioner, the commissioner may determine that a
proposal for new investment is a qualified project under this chapter enbyif the project

(1) principally involves

(A) the transportation of natural gas by pipeline to one or more markets, together with any
associated processing or treatment;

(B) is-a-projectforthe export of liquefied natural gas from the state to one or more other states
or countries; or

(C) any other technology that commercializes the shipment of natural gas within the state or
from the state to one or more other states or countries;

(2) would produce at least 500,000,000,000 cubic feet of stranded gas within 20 years from the
commencement of commercial operations; and
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(3) is capable, subject to applicable commercial regulation and technical and economic
considerations, of making gas available to meet the reasonably foreseeable demand in this
state for gas within the economic proximity of the project.

Sec. 43.82.110. Qualified sponsor or qualified sponsor group.

The commissioner may determine that a person or group is a qualified sponsor or qualified
sponsor group if the person or a member of the group

(1) intends to own an equity interest in a qualified project, intends to commit gas that it owns to
a qualified project, or holds the permits that the department determines are essential to
construct and operate a qualified project; and

(2) meets one or more of the following criteria:

(A) owns a working interest in at least 10 percent of the stranded gas proposed to be developed
by a qualified project;

(B) has the right to purchase at least 10 percent of the stranded gas proposed to be developed
by a qualified project;

(C) has the right to acquire, control, or market at least 10 percent of the stranded gas proposed
to be developed by a qualified project;

(D) has a net worth equal to at least 33-10 percent of the estimated cost of constructing a
qualified project;

(E) has an unused line of credit equal to at least 25-15 percent of the estimated cost of
constructing a qualified project.

Sec. 43.82.120. Applications.

(a) A qualified sponsor or qualified sponsor group may submit to the department an application
for development of a contract under AS 43.82.020 evidencing that the requirements of AS
43.82.100 and 43.82.110 are met. The application must be submitted in the manner and form
and contain the information required by the department.

(b) Along with an application submitted under (a) of this section, an applicant shall submit a
proposed project plan for a qualified project that contains the following information based on the
information known to the applicant at the time of application:

(1) a description of the work accomplished as of the date of the application to further the project;

(2) a schedule of proposed development activity leading to the projected commencement of
commercial operations of the project;

(3) a description of the development activity proposed to be accomplished under the proposed
project plan;

(4) a description of each lease or property that the applicant believes to contain the stranded
gas that would be developed if the project was built;
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(5) a description of the methods and terms under which the applicant is prepared to make gas
available to meet the reasonably foreseeable demand in this state for gas within the economic
proximity of the project during the term of the proposed contract, including proposed pipeline
transportation and expansion rules if pipeline transportation is a part of the proposed project;

(6) a detailed description of options to mitigate the increased demand for public services and
other negative effects caused by the project;

(7) a detailed description of options for the safe management and operation of the project once
it is constructed;

(8) other information that the commissioner of revenue, in consultation with the commissioner of
natural resources, considers necessary to make a determination that

(A) the work accomplished as of the date of application, the schedule of proposed development
activity, and the development activity proposed to be accomplished under the proposed project
plan reflect a proposal for diligent development on the part of the applicant;

(B) the proposed project plan does not materially conflict with the obligations of a lessee to the
state under a lease or under a pool, unit, or other agreement with the state; and

(C) the proposed project plan describes satisfactory methods and terms for accommodating
reasonably foreseeable demand for gas in this state within the economic proximity of the project
during the term of the proposed contract.

(c) The requirements of (b) of this section do not diminish the obligations of a qualified sponsor
or member of a qualified sponsor group to the state or restrict the authority of the commissioner
of revenue or the commissioner of natural resources under any other law or agreement relating
to a plan of development for a lease, pool, or unit.

Sec. 43.82.130. Qualified project plan.

A proposed project plan submitted under AS 43.82.120 may be approved as a qualified project
plan under AS 43.82.140 if the proposed project plan

(1) reflects a proposal for diligent development of the project on the part of the applicant;

(2) does not materially conflict with the obligations of a lessee to the state under a lease or
under a pool, unit, or other agreement with the state; and

(3) describes satisfactory methods and terms for making gas available to meet the reasonably
foreseeable demand in this state for gas within the economic proximity of the project during the
term of the proposed contract.

Sec. 43.82.140. Review of applications and determination of qualifications.

(a) The commissioner shall review an application submitted under AS 43.82.120 to determine
whether the provisions of AS 43.82.100 concerning a qualified project and AS 43.82.110
concerning a qualified sponsor or qualified sponsor group have been met. The commissioner
may approve an application only if those provisions have been met.
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(b) If the commissioner approves an application under (a) of this section, the commissioner and
the commissioner of natural resources shall review the proposed project plan submitted with the
application to determine whether the provisions of AS 43.82.130 have been met. The
commissioner may approve the proposed project plan as a qualified project plan only if the
commissioner of natural resources concurs in the approval.

(c) The commissioner shall send to the applicant written notice of and the reasons for the
determinations made under (a) and (b) of this section.

Sec. 43.82.150. Actions challenging determinations on applications.

(a) Only an applicant under AS 43.82.120 who is aggrieved by a determination of the
commissioner of revenue or the commissioner of natural resources under AS 43.82.140 may
seek judicial review of the determination.

(b) The only grounds for judicial review of a determination made under AS 43.82.140 are

(1) failure to follow the qualification and application procedures set out in AS 43.82.100 -
43.82.180; or

(2) abuse of discretion that is so capricious, arbitrary, or confiscatory as to constitute a denial of
due process.

Sec. 43.82.160. Multiple applications for similar or competing qualified projects.

Nothing in this chapter prohibits different qualified sponsors or different qualified sponsor groups
from submitting applications under AS 43.82.120 relating to similar or competing qualified
projects or prohibits the commissioner of revenue or the commissioner of natural resources from
reviewing and approving applications and proposed project plans under AS 43.82.140 relating
to similar or competing qualified projects.

Sec. 43.82.170. Application deadline.
The commissioner of revenue or the commissioner of natural resources may not act on an

application for a contract submitted under AS 43.82.120 unless the application is received by
the Department of Revenue no later than June-30,-2004March 31, 2005.

Sec. 43.82.180. Withdrawal of applications.

Subiject to the terms of a reimbursement agreement under AS 43.82.240 or other agreement
with the Department of Revenue, the Department of Natural Resources, the commissioner of
revenue, or the commissioner of natural resources affecting the withdrawal of an application, a
qualified sponsor or qualified sponsor group may withdraw an application submitted under AS
43.82.120 at any time before the date that the commissioner of revenue submits a contract to
the governor under AS 43.82.430 without further obligation under this chapter.

Sec. 43.82.200. Contract development.

If the commissioner approves an application and proposed project plan under AS 43.82.140 ,
the commissioner may develop a contract that may include
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(1) terms concerning periodic payment in lieu of one or more taxes as provided in AS 43.82.210

(2) terms developed under AS 43.82.220 relating to
(A) timing and notice of the state's right to take royalty in kind or in value; and
(B) royalty value;

(3) terms regarding the hiring of Alaska residents and contracting with Alaska businesses under
AS 43.82.230 ;

(4) terms regarding periodic payment to, or an equity or other interest in a project for,
municipalities under AS 43.82.500 ;

(5) terms regarding arbitration or alternative dispute resolution procedures;

(6) terms and conditions for administrative termination of a contract under AS 43.82.445 ; and
(7) other terms or conditions that are

(A) necessary to further the purposes of this chapter; or

(B) in the best interests of the state.

Sec. 43.82.210. Contract terms relating to payment in lieu of one or more taxes.

(a) If the commissioner approves an application and proposed project plan under AS 43.82.140
, the commissioner may develop proposed terms for inclusion in a contract under AS 43.82.020
for periodic payment in lieu of one or more of the following taxes that otherwise would be
imposed by the state or a municipality on the qualified sponsor or member of a qualified sponsor
group as a consequence of participating in an approved qualified project:

(1) oil and gas production taxes and oil surcharges under AS 43.55;

(2) oil and gas exploration, production, and pipeline transportation property taxes under AS
43.56;

(3) [Repealed, Sec. 6 ch 34 SLA 1999].

(4) Alaska net income tax under AS 43.20;

(5) municipal sales and use tax under AS 29.45.650 - 29.45.710;

(6) municipal property tax under AS 29.45.010 - 29.45.250 or 29.45.550 - 29.45.600;
(7) municipal special assessments under AS 29.46;

(8) a comparable tax or levy imposed by the state or a municipality after June 18, 1998;

(9) other state or municipal taxes or categories of taxes identified by the commissioner.
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(b) If the commissioner chooses to develop proposed terms under (a) of this section, the
commissioner shall, if practicable and consistent with the long-term fiscal interests of the state,
develop the terms in a manner that attempts to balance the following principles:

(1) the terms should, in conjunction with other factors such as cost reduction of the project, cost
overrun risk reduction of the project, increased fiscal certainty, and successful marketing,
improve the competitiveness of the approved qualified project in relation to other development
efforts aimed at supplying the same market;

(2) the terms should accommodate the interests of the state, affected municipalities, and the
project sponsors under a wide range of economic conditions, potential project structures, and
marketing arrangements;

(3) the state's and affected municipalities’ combined share of the economic rent of the approved
qualified project under the contract should be relatively progressive; that is, the state's and
affected municipalities' combined annual share of the economic rent of the approved qualified
project generally should not increase when there are decreases in project profitability, or
decrease when there are increases in project profitability;

(4) the state's and affected municipalities’ combined share of the economic rent of the approved
qualified project under the contract should be relatively lower in the earlier years than in the later
years of the approved qualified project;

(5) the terms should allow the project sponsors to retain a share of the economic rent of the
approved qualified project that is sufficient to compensate the sponsors for risks under a range
of economic circumstances;

(6) the terms should provide the state and affected municipalities with a significant share of the
economic rent of the approved qualified project, when discounted to present value, under
favorable price and cost conditions;

(7) the method for calculating the periodic payment in lieu of certain taxes under the contract
should be clear and unambiguous; and

(8) while cost calculations for the approved qualified project under the contract should be based
on amounts that closely approximate actual costs, agreed-upon formulas reflecting reasonable
economic assumptions should be used if possible to promote administrative certainty and
efficiency.

(c) Except as provided in (b) of this section, the commissioner's discretion under this section in
developing proposed terms for a contract under AS 43.82.020 is not limited to consideration of
the economic rent of the approved qualified project.

Sec. 43.82.220. Contract terms relating to royalty.

(a) Notwithstanding any contrary provisions of AS 38, the commissioner of natural resources,
with the concurrence of the commissioner of revenue and the affected parties holding a state
lease or unit agreement, may develop proposed terms for inclusion in a contract under AS
43.82.020 that modify the timing and notice provisions of the applicable oil and gas leases and
unit agreements pertaining to the state's rights to receive its royalty on gas in kind or in value if
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(1) the viability of the approved qualified project depends on long-term gas purchase and sale
agreements;

(2) certainty over time regarding the quantity of royalty gas that the state may be taking in kind
is needed to secure the long-term purchase and sale agreements;

(3) the specified period of the state's commitment to take its royalty share in value or in kind
does not exceed the term of the purchase and sale agreements; and

(4) the modification does not impair the ability of the approved qualified project or the state to
meet the reasonably foreseeable demand in this state for gas within economic proximity of the
project during the term of the contract developed under AS 43.82.020 .

(b) Notwithstanding any contrary provisions of AS 38, the commissioner of natural resources,
with the concurrence of the commissioner of revenue and the affected parties holding a state
lease or unit agreement, may develop proposed terms for inclusion in a contract under AS
43.82.020 that establish a valuation method for the state's royalty share of the gas production
from an approved qualified project.

(c) The commissioner of revenue shall include any proposed terms relating to royalty developed
in accordance with this section in the proposed contract under AS 43.82.400 .

(d) Nothing in this chapter permits modification of the state's rights that relate to timing, notice,
and rights to receive oil royalty in kind or in value under oil and gas leases or unit agreements.

Sec. 43.82.230. Contract terms relating to hiring of Alaska residents and contracting with
Alaska businesses.

(a) The commissioner shall include in a contract under AS 43.82.020 a term requiring the
qualified sponsor or qualified sponsor group and contractors of the qualified sponsor or qualified
sponsor group to comply with all valid federal, state, and municipal laws relating to hiring Alaska
residents and contracting with Alaska businesses to work in the state on the approved qualified
project and not to discriminate against Alaska residents or Alaska businesses. Within the
constraints of law, the commissioner shall also include in a contract under AS 43.82.020 a term
that requires the qualified sponsor or qualified sponsor group and contractors of the qualified
sponsor or qualified sponsor group to employ Alaska residents and to contract with Alaska
businesses to work in the state on the approved qualified project to the extent the residents and
businesses are available, competitively priced, and qualified.

(b) The commissioner shall include in a contract under AS 43.82.020 a term requiring the
qualified sponsor or qualified sponsor group and contractors of the qualified sponsor or qualified
sponsor group to

(1) advertise for available positions in newspapers in the location where the work is to be
performed and in other publications distributed throughout the state, including in rural areas;
and

(2) use Alaska job service organizations located throughout the state and not just in the location
where the work is to be performed in order to notify Alaskans of work opportunities on the
approved qualified project.
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(c) Subject to the voluntary agreement of the qualified sponsor, the commissioner may include a
term in the contract providing for incentives to encourage training and hiring of Alaska residents.

(d) This section does not create or abridge individual rights and does not create a private right of
action for any person.

(e) For purposes of this section,

(1) "Alaska business" means a firm or contractor that

(A) has held an Alaska business license for the preceding 12 months;

(B) maintains, and has maintained for the preceding 12 months, a place of business in the state
that competently and professionally deals in supplies, services, or construction of the nature
required for the approved qualified project; and

(C)is

(i) a sole proprietorship and the proprietor is an Alaska resident;

(i) a partnership and more than 50 percent of the partnership interest is held by Alaska
residents;

(iii) a limited liability company and more than 50 percent of the membership interest is held by
Alaska residents;

(iv) a corporation that has been incorporated in the state or is authorized to do business in the
state; or

(v) a joint venture and a majority of the venturers qualify as Alaska businesses under this
paragraph;

(2) "Alaska job service organizations" means those offices maintained by the state and
recommended by the Department of Labor and Workforce Development whose functions are to
aid the unemployed or underemployed in finding employment;

(3) "Alaska resident” means a natural person who
(A) receives a permanent fund dividend under AS 43.23; or

(B) is registered to vote under AS 15 and qualifies for a resident fishing, hunting, or trapping
license under AS 16;

(4) "available," as applied to an Alaska resident or Alaska business, means that the resident or
business is available for employment at the time required and is located anywhere in the state,
not just in the area of the state where the work is to be performed;

(5) "qualified," as applied to an Alaska resident or Alaska business, means that the resident or
business possesses the requisite education, training, skills, certification, or experience to
perform the work necessary for a particular position or to perform a particular service.
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Sec. 43.82.240. Use of an independent contractor.

(a) The commissioner may use an-independent-contractorindependent contractors to assist in
the evaluation of an application or in the development of contract terms under AS 43.82.200 .
The commissioner may condition the development of a contract under AS 43.82.020 on an
agreement by the applicant to reimburse the state for the reasonable expenses of an
independent-contractor independent contractors under this section._A reimbursement of
expenses that is required in an agreement authorized by this subsection may not exceed
$1,500,000 for each application.

(b) An independent contractor selected under this section must sign an agreement regarding
confidentiality and disclosures consistent with the determinations made under AS 43.82.310
before the contractor may review information that is determined confidential under AS 43.82.310

(c) Selection of an independent contractor under this section is not subject to AS 36.30 (State
Procurement Code).

Sec. 43.82.250. Term of contract; effective date.

The term of a contract developed under AS 43.82.020 may be for no longer than is necessary to
develop the stranded gas that is subject to the contract; however, the term of the contract may
not exceed 35 years from the commencement of commercial operations of the approved
qualified project.

Sec. 43.82.260. Change of parties to an application or a contract; assignment of interests.

(a) A qualified sponsor or member of a qualified sponsor group may assign an interest in or add
or withdraw a party to an application under AS 43.82.120 only if the commissioner has

(1) made a finding that the assignment, addition, or withdrawal is consistent with the
requirements of AS 43.82.110 ; and

(2) given prior written approval for the assignment, addition, or withdrawal.

(b) A contract developed under this chapter may provide for the assignment to or withdrawal of
a qualified sponsor or member of a qualified sponsor group.

(c) Upon being added to an application under this section, a party becomes a qualified sponsor
or a member of a qualified sponsor group, as appropriate, for the relevant project.

(d) The commissioner may not unreasonably withhold approval under (a) of this section, but
may condition the approval in any way reasonably necessary to protect the fiscal interests of the
state and to further the purposes of this chapter.

(e) For purposes of this section, an assignment includes a transfer of stock or a partnership
interest in a manner that changes control of a qualified sponsor or member of a qualified
sponsor group.
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Sec. 43.82.270. Project plans and work commitments.

A contract under AS 43.82.020 must include the qualified project plan approved under AS
43.82.140 and provisions for updating the plan at reasonable intervals until the commencement
of commercial operations of the approved qualified project. The commissioner of revenue, in
consultation with the commissioner of natural resources, may, as a term in a contract under AS
43.82.020 , include work commitments or other obligations in the contract to be accomplished
before the commencement of commercial operations of the approved qualified project.

Sec. 43.82.300. Requests for information.

The commissioner of revenue or the commissioner of natural resources may request from an
applicant information that the respective commissioner determines is necessary to perform the
respective commissioner's responsibilities under AS 43.82.140 . If the application is approved
under AS 43.82.140 , the respective commissioner shall require the successful applicant to
provide financial, technical, and market information regarding the qualified project that the
respective commissioner determines is necessary for the purpose of developing contract terms
for the qualified project under AS 43.82.200 . If requested information is not provided, the
commissioner of revenue may not continue to review the application under AS 43.82.140 or
develop the contract under AS 43.82.200 - 43.82.270, as applicable.

Sec. 43.82.310. Disclosure of information; confidentiality.

(a) An applicant may request confidential treatment of information that the applicant provides
under AS 43.82.300 by clearly identifying the information and the reasons supporting the
request for confidential treatment. The commissioner of revenue or the commissioner of natural
resources, as appropriate, shall keep the information confidential until the commissioner
determines whether the requirements of (b) of this section are met. If the commissioner of
revenue or the commissioner of natural resources has not made a determination under (b) of
this section within 14 days after receiving a request for confidential treatment, the request is
considered denied. If the appropriate commissioner determines that the information does not
meet the requirements of (b) of this section or if the commissioner fails to make a determination
within 14 days, the commissioner shall return the information and any copies of it at the request
of the applicant. If the commissioner of revenue or the commissioner of natural resources, as
appropriate, returns information under this subsection, the commissioner shall cease review of
the application or cease contract development under AS 43.82.200 - 43.82.270, as appropriate,
unless the commissioner determines that the returned information is unnecessary to make a
determination on the application or to develop contract terms under AS 43.82.200 - 43.82.270.

(b) If requested by the applicant, information provided to the commissioner of revenue or the
commissioner of natural resources under AS 43.82.300 shall be kept confidential if the
commissioner receiving the information determines, upon an adequate showing by the
applicant, that the information

(1) is a trade secret or other proprietary research, development, or commercial information that
the applicant treats as confidential;

(2) affects the applicant's competitive position; and

(3) has commercial value that may be significantly diminished by public disclosure or that public
disclosure is not in the long-term fiscal interests of the state.
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(c) Information determined to be confidential under (b) of this section is confidential under that
subsection only so long as is necessary to protect the competitive position of the applicant, to
prevent the significant diminution of the commercial value of the information, or to protect the
long-term fiscal interests of the state. The commissioner of revenue or the commissioner of
natural resources, as appropriate, may not release information that the commissioner has
previously determined to be confidential under (b) of this section without providing the applicant
notice and an opportunity to be heard.

(d) Notwithstanding the limitation in (c) of this section, the Department of Revenue and the
Department of Natural Resources may provide to one another, to the Department of Law, to the
legislature, and to the Office of the Governor any information provided under AS 43.82.300
relevant to the implementation of this chapter or to the enforcement of state or federal laws.
Information that is exchanged under this subsection that was determined to be confidential
under (b) of this section remains confidential except as provided in (c) of this section. The
portions of the records and files of the Department of Revenue, the Department of Natural
Resources, the Department of Law, the legislature, and the Office of the Governor that reflect,
incorporate, or analyze information that is determined to be confidential under (b) of this section
are not public records except as provided in (c) of this section.

(e) Notwithstanding the limitation in (c) of this section, information that is determined to be
confidential under (b) of this section shall be disclosed on request by the commissioner of
revenue, the commissioner of natural resources, or the attorney general to a legislator; to the
legislative auditor; and, as directed by the chair or vice-chair of the Legislative Budget and Audit
Committee, to the director of legislative finance, to the permanent employees of those divisions
who are responsible for evaluating a contract under AS 43.82.020, and to agents or contractors
of the legislative auditor or the director of legislative finance who are engaged to evaluate a
contract under AS 43.82.020 . Information that is determined to be confidential under (b) of this
section may also be disclosed by the commissioner of revenue or the commissioner of natural
resources to an independent contractor under AS 43.82.240 or to a municipal advisory group
established under AS 43.82.510 . Before confidential information is disclosed under this
subsection, the person receiving the information must sign an appropriate confidentiality
agreement.

(f) If the commissioner of revenue chooses to develop a contract under AS 43.82.020 , the
portions of the records and files of the Department of Revenue, the Department of Natural
Resources, the Department of Law, and a municipal advisory group established under AS
43.82.510 that reflect, incorporate, or analyze information that is relevant to the development of
the position or strategy of the commissioner of revenue, the commissioner of natural resources,
or the attorney general with respect to a particular provision that may be incorporated into the
contract are not public records until the commissioner of revenue gives public notice under AS
43.82.410 of the commissioner's preliminary findings and determination under AS 43.82.400 .
Nothing in this subsection

(1) makes a record or file of the Department of Revenue, the Department of Natural Resources,
or the Department of Law a public record that otherwise would not be a public record under AS
40.25.100 - 40.25.220;

(2) affects the confidentiality provisions of (a) - (e) of this section; or

(3) abridges a privilege recognized under the laws of this state, whether at common law or by
statute or by court rule.
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Sec. 43.82.400. Preliminary findings and determination regarding the contract.

(a) If the commissioner develops a proposed contract under AS 43.82.200 - 43.82.270, the
commissioner shall

(1) make preliminary findings and a determination that the proposed contract terms are in the
long-term fiscal interests of the state and further the purposes of this chapter; and

(2) prepare a proposed contract that includes those terms and shall submit the contract to the
governor.

(b) To make the preliminary findings and determination required by (a)(1) of this section, the
commissioner shall compare the projected public revenue anticipated from the approved
qualified project with the estimated operating and capital costs of the additional state and
municipal services anticipated to arise from the construction and operation of the approved
qualified project. The commissioner shall address the reasonably foreseeable effects of the
proposed contract on the public revenue.

(c) In conjunction with the making of preliminary findings and determination required by (a)(1) of
this section, the commissioner shall describe the principal factors, including the projected price
of gas, projected production rate or volume of gas, and projected recovery, development,
construction, and operating costs, upon which the determination made under (a)(1) of this
section is based. If the commissioner has previously submitted a proposed contract to the
governor, the commissioner shall describe any material differences between the terms of the
currently proposed contract and the previously proposed contract.

Sec. 43.82.410. Notice and comment regarding the contract.
The commissioner shall

(1) give reasonable public notice of the preliminary findings and determination made under AS
43.82.400 ;

(2) make copies of the proposed contract, the commissioner's preliminary findings and
determination, and, to the extent the information is not required to be kept confidential under AS
43.82.310, the supporting financial, technical, and market data, including the work papers,
analyses, and recommendations of any independent contractors used under AS 43.82.240
available to the public and to

(A) the presiding officer of each house of the legislature;
(B) the chairs of the finance and resources committees of the legislature; and
(C) the chairs of the special committees on oil and gas, if any, of the legislature;

(3) offer to appear before the Legislative Budget and Audit Committee to provide the committee
a review of the commissioner's preliminary findings and determination, the proposed contract,
and the supporting financial, technical, and market data; if the Legislative Budget and Audit
Committee accepts the commissioner's offer, the committee shall give notice of the committee's
meeting to the public and all members of the legislature; if the financial, technical, and market
data that is to be provided must be kept confidential under AS 43.82.310 , the commissioner
may not release the confidential information during a public portion of a committee meeting; and
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(4) establish a period of at least 30 days for the public and members of the legislature to
comment on the proposed contract and the preliminary findings and determination made under
AS 43.82.400 .

Sec. 43.82.420. Coordination of public and legislative review.

To the extent practicable, the commissioner shall coordinate the public comment opportunity
provided under AS 43.82.410 (4) with a review by the Legislative Budget and Audit Committee
under AS 43.82.410 (3).

Sec. 43.82.430. Final findings, determination, and proposed amendments; execution of
the contract.

(a) Within 30 days after the close of the public comment period under AS 43.82.410 (4), the
commissioner of revenue shall

(1) prepare a summary of the public comments received in response to the proposed contract
and the preliminary findings and determination;

(2) after consultation with the commissioner of natural resources, if appropriate, and with the
pertinent municipal advisory group established under AS 43.82.510 , prepare a list of proposed
amendments, if any, to the proposed contract that the commissioner of revenue determines are
necessary to respond to public comments;

(3) make final findings and a determination as to whether the proposed contract and any
proposed amendments prepared under (2) of this subsection meet the requirements and
purposes of this chapter.

(b) After considering the material described in (a) of this section and securing the agreement of
the other parties to the proposed contract regarding any proposed amendments prepared under
(a) of this section, if the commissioner determines that the contract is in the long-term fiscal
interests of the state, the commissioner shall submit the contract to the governor.

(c) The commissioner's final findings and determination under (a) of this section are final agency
decisions under this chapter.

Sec. 43.82.435. Legislative authorization.

The governor may transmit a contract developed under this chapter to the legislature together
with a request for authorization to execute the contract. A contract developed under this chapter
is not binding upon or enforceable against the state or other parties to the contract unless the
governor is authorized to execute the contract by law. The state and the other parties to the
contract may execute the contract within 60 days after the effective date of the law authorizing
the contract.

Sec. 43.82.440. Judicial review.

A person may not bring an action challenging the constitutionality of a law authorizing a contract
enacted under AS 43.82.435 or the enforceability of a contract executed under a law authorizing
a contract enacted under AS 43.82.435 unless the action is commenced within 120 days after
the date that the contract was executed by the state and the other parties to the contract.
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Sec. 43.82.445. Administrative termination of a contract.

(a) The commissioner shall include terms in a contract developed under AS 43.82.020 that
provide for administrative termination of a party's rights under the procedures and conditions set
out in this section if the party has

(1) ceased to meet the requirements of AS 43.82.110 as a qualified sponsor or qualified
sponsor group;

(2) intentionally or fraudulently misrepresented, in whole or in part, material facts or
circumstances upon which the contract was made;

(3) failed to comply with a condition or material term of the contract or a provision of this
chapter; or

(4) failed to comply with the approved qualified project plan or any updated project plan.

(b) Before administrative termination of a contract under this section, the commissioner shall
give notice to the parties of the commissioner's intent to terminate the contract and an
opportunity to be heard. The commissioner may also provide the parties an opportunity to cure
any deficiency that is the basis for the termination if the commissioner determines that curing
the deficiency is appropriate under the circumstances.

(c) Notwithstanding (a) and (b) of this section, the commissioner may not administratively
terminate a contract after the party has committed full project funding except as provided in (e)
of this section.

(d) A party to a contract who is affected by the commissioner's action to terminate under (a) of
this section may file an appeal with the superior court under the Alaska Rules of Appellate
Procedure.

(e) The commissioner may provide terms and conditions in a contract developed under AS
43.82.020 upon which a party's rights under the contract may be administratively terminated
after the party commits full project funding.

Sec. 43.82.500. Obligation to share payments with municipalities.

If the commissioner develops a contract under AS 43.82.020 that includes terms that exempt a
party to the contract, and the property, gas, products, and activities associated with the
approved qualified project that is subject to the contract, from a municipal tax or assessment in
accordance with AS 29.45.810 or AS 29.46.010 (b), or AS 43.82.200 and 43.82.210, the
commissioner shall include a term in the contract that the party pay a portion of the periodic
payments due under the contract to the revenue-affected municipality.

Sec. 43.82.505. Payments to economically affected municipalities.

If the commissioner executes a contract under AS 43.82.020 that will produce one or more
economically affected municipalities, the commissioner shall include a term in the contract that
provides for a portion of the periodic payments to the economically affected municipalities under
the principles in AS 43.82.520 .
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Sec. 43.82.510. Municipal advisory group.

(a) If the commissioner approves an application and proposed project plan under AS 43.82.140
and decides to develop a contract under AS 43.82.020 and 43.82.200, the commissioner shall
notify each revenue-affected municipality and economically affected municipality.

(b) The mayor of a municipality notified by the commissioner under (a) of this section may
appoint one representative to a municipal advisory group in relation to the application.

(c) Each municipal advisory group serves until a final action is taken on the application for which
the group was appointed.

(d) Each municipal advisory group shall elect a chair.

Sec. 43.82.520. Duties of the commissioner of revenue in relation to municipal
participation.

(a) The commissioner shall meet with each municipal advisory group periodically to report on
the development of the contract provisions that affect the municipalities.

(b) In developing a contract under AS 43.82.200 - 43.82.270, the commissioner shall ensure
that each revenue-affected municipality and economically affected municipality receives a fair
and reasonable share of the payments provided under AS 43.82.210 in accordance with the
following principles:

(1) the share of the payments to revenue-affected municipalities should be given priority over
payments to economically affected municipalities with due regard to the anticipated size of the
tax base that the contract would exempt from municipal taxation by revenue-affected
municipalities;

(2) the share of the payments to municipalities should be determined with due regard to the
anticipated economic and social burdens that would be imposed on the municipality by
construction and operation of the project;

(3) the respective shares of the total payments to the state and to municipalities should be fixed
in a manner to ensure that their respective interests are aligned;

(4) to the extent practicable, the periodic amounts paid to each of the municipalities should be
stable and predictable; and

(5) to the extent practicable, the provisions for sharing payments with municipalities should be
consistent with the principles established in AS 43.82.210 (b).

(c) In establishing the municipal shares under (b) of this section, the commissioner shall consult
with the pertinent municipal advisory group.

Sec. 43.82.600. Governing law.

If a provision of this chapter conflicts with another provision of state or municipal law, the
provision of this chapter governs.
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Sec. 43.82.610. Regulations.

The commissioner of revenue, the commissioner of natural resources, and the commissioner of
labor and workforce development may adopt regulations to carry out their respective duties
under this chapter.

Sec. 43.82.620. Procedures for collection of amounts due; security.

(a) The commissioner may adopt procedures for the collection of amounts due the state under a
contract developed under AS 43.82.020 , including the collection of interest and penalties.

(b) The commissioner may require a party to a contract developed under AS 43.82.020 to
provide security sufficient to guarantee amounts due under the contract.

Sec. 43.82.630. Reports and audits.

The commissioner may require periodic reports from and may at reasonable intervals conduct
audits and inspect the books of a party that has entered into a contract developed under AS
43.82.020 to ensure compliance with the provisions of this chapter and the regulations adopted
under this chapter and of the terms of the contract.

Sec. 43.82.640. Annual report of the commissioner of labor and workforce development.

On an annual basis, the commissioner of labor and workforce development shall prepare and
present to the legislature a comprehensive report on each party to a contract with the state
developed under AS 43.82.020 , and its contractors, regarding the state residency of the
employees working in this state on the approved qualified project that is subject to the contract.
The commissioner of labor and workforce development shall use state data bases, including
data from the quarterly reports by a party to the contract developed under AS 43.82.020 and its
contractors for unemployment insurance purposes, to determine state residency of employees
regarding compliance with AS 43.82.230 .

Sec. 43.82.900. Definitions.
In this chapter, unless the context requires otherwise,

(1) "affected municipality” means an economically affected municipality or a revenue-affected
municipality;

(2) "commencement of commercial operations" means the start of regular deliveries of
marketable products from an approved qualified project;

(3) "cubic foot of gas" means the quantity of gas contained in a volume of one cubic foot at a
standard temperature of 60 degrees Fahrenheit and a standard absolute pressure of 14.65
pounds per square inch;

(4) "economically affected municipality" means a municipality the commissioner of revenue
determines will be reasonably required to provide additional public services under the terms
proposed in an application approved under AS 43.82.140 (a); the commissioner may consider
historical data from construction of the Trans Alaska Pipeline System, and information submitted
by a municipality in making the determination;
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(5) "economic proximity" means the distance within which a person may be willing to design,
construct, and operate a gas line to provide service to a local consumer;

(6) "economic rent" means the estimated total gross revenue less estimated total costs for a
qualified project over the term of a contract under AS 43.82.020 , measured in undiscounted
nominal dollars; for purposes of this paragraph, total costs do not include a rate of return on
capital, financing costs, or any payments to governments;

(7) "full project funding" means full approval by a party to a contract under AS 43.82.020 for the
expenditure of the capital necessary for construction and operation of the approved qualified
project that is subject to the contract;

(8) "gas" has the meaning given in AS 43.55.900 ;

(9) "group" means two or more persons;

(10) "lease or property" has the meaning given in AS 43.55.900 ;

(11) "periodic payment" means payment made in lieu of one or more other taxes under a
contract under AS 43.82.020 ;

(12) "revenue-affected municipality" means a municipality that the commissioner of revenue
reliably expects will be restricted from imposing a tax, or a portion of a tax, as a result of
implementation of a contract developed under this chapter;

(13) "stranded gas" means gas that is not being marketed due to prevailing costs or price
conditions as determined by an economic analysis by the commissioner for a particular project.

Sec. 43.82.990. Short title.

This chapter may be cited as the Alaska Stranded Gas Development Act.
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The Annual Report and Accounts for the year ending 31 December
2002 comprises two volumes.

This volume, Annual Report 2002, contains the full Directors’
Report on pages 1-21, 28-29 and 40-41, the Directors’ Remuneration
Report on pages 30-39, and a summary of the information in the
annual accounts on pages 22-27. This complies with the information
required under the Companies (Summary Financial Statement)
Regulations 1995.

The full accounts for the year ending 31 December 2002 are
contained in a separate volume, Annual Accounts 2002.

This volume on its own does not contain sufficient information
to allow as full an understanding of the results and state of affairs
of BP as when read in conjunction with Annual Accounts 2002.
Shareholders requiring more detailed information may obtain a copy
of Annual Accounts 2002 on request, free of charge (see page 40).

As BP shares, in the form of ADSs, are listed on the New York
Stock Exchange, an Annual Report on Form 20-F will be filed with
the US Securities and Exchange Commission in accordance with
the US Securities and Exchange Act 1934. This is expected to be
filed around the end of March 2003, and copies may be obtained
free of charge (see page 40).

BP p.l.c. is the parent company of the BP group of companies.
Unless otherwise stated, the text does not distinguish between
the activities and operations of the parent company and those of
its subsidiary undertakings.

The term ‘shareholders’ in this report means, unless the context
otherwise requires, investors in the equity capital of BP p.l.c., both
direct and/or indirect.

The registered office of BP p.l.c. is: 1 St James’s Square, London
SWL1Y 4PD, UK. Telephone: +44 (0)20 7496 4000. Registered in
England and Wales No. 102498. Stock exchange symbol ‘BP’.

BP’s Annual Report and Accounts 2002 may be downloaded
from the BP website using the following URLs:

www.bp.com/annualreport2002

www.bp.com/annualaccounts2002
No other material on the BP website, except that found at the cited
URLs, forms any part of the Annual Report and Accounts 2002.

Cautionary statement

The Financial and business operating review and other sections

of this report contain statements, particularly those regarding
possible or assumed future performance, costs, dividends, returns,
BP’s asset portfolio and changes in it, earnings, cash flow, share
repurchases, investment, debt equity ratio, reserves and growth

of BP, industry growth and other trend projections, that are
forward-looking statements and involve risks and uncertainties.

It is believed that the expectations reflected in these statements
are reasonable, but actual results may differ from those expressed
in such statements, depending on a variety of factors, including:
the specific factors identified in the discussions accompanying
such forward-looking statements; industry product supply; demand
and pricing; political stability and economic growth in relevant
areas of the world; development and use of new technology and
successful commercial relationships; the actions of competitors;
natural disasters and other changes in business conditions; and
wars and acts of terrorism or sabotage.



BP 2002

Every day we serve around 13 million customers in more

than 100 countries across six continents, providing products
that improve their quality of life — fuel for transport, energy for
heat and light, and petrochemicals for use in everyday items
such as textiles, packaging and health products. Every day
more than 100,000 people combine their energy and innovation
to make BP one of the world's leading companies.

We face a time of uncertainty, with tensions in international
relations, reduced stock market values and an unpredictable
economic outlook. Public expectations of the behaviour of
corporations grow ever stronger. All these factors must
inform every decision we make and every action we take.

Our desire to deliver outstanding performance is
matched by a determination to respond to new realities.

It demonstrates that BP is a robust and growing business.
We have clear objectives and strategy, while being guided
by consistent and transparent standards and values.



Performance highlights

These tables and charts show the highlights of BP's
achievements in 2002. They reflect more than our financial
performance. Our strong underlying profitability has allowed
us to increase the dividend compared with 2001, and we
are continuing to invest in our future performance. We also
made substantial improvements in our underlying environmental
and safety performance. We continue to make major financial
commitments in all the communities in which we operate.
Owing to the significant acquisitions that took place
in 2000, BP is presenting pro forma results, adjusted for
special items, in addition to its reported results. This enables
shareholders to assess current performance in the context
of our past performance and against that of our competitors.
The pro forma result is replacement cost profit before
exceptional items excluding acquisition amortization as
defined in footnote @ to the reconciliation table (below).
The pro forma result, adjusted for special items, has been
derived from our UK GAAP accounting information but is not
in itself a recognized UK or US GAAP measure. References
within Annual Report 2002 to ‘operating result’ and ‘result’
are to pro forma results, adjusted for special items.
References to 'fixed assets’, ‘capital employed’, ‘operating
capital employed’ and ‘net debt plus equity’ are to these
measures on a pro forma basis that excludes the fixed
asset revaluation adjustment and goodwill consequent upon
the Atlantic Richfield Company (ARCO) and Burmah Castrol
acquisitions. ‘Return’, ‘return on average capital employed’

Key financial measures ($ million)
l [

’ Pro forma result adjusted for special items ‘

2002 | 2001 |

8,715 | 11,559 |

Replacement cost profit before
exceptional items 4,698 8,291
Historical cost profit after exceptional items 6,845 6,556
Per ordinary shares — cents
Pro forma result adjusted for special items 38.90 51.51
Replacement cost profit before
exceptional items 20.97 36.95
Historical cost profit after exceptional items 30.55 29.21
Dividends per ordinary share — cents 24.0 22.0
— pence 15.638 15.436
Dividends per ADS — dollars 144 132]

and the ‘net debt ratio’ (net debt/net debt plus equity) refer
to ratios calculated using these measures.

The financial information for 2001 has been restated to
reflect (i) the adoption by the group of Financial Reporting
Standard No. 19 ‘Deferred Tax' (FRS 19) with effect from
1 January 2002 and (i) the transfer of the solar, renewables
and alternative fuels activities from the ‘Other businesses
and corporate’ segment to Gas and Power on 1 January 2002.
To reflect this transfer, Gas and Power was renamed Gas,
Power and Renewables from the same date.

Reconciliation of reported profit/loss to pro forma result adjusted for special items ($ million)

[ [ 2002 | | 2001
Pro forma Pro forma
result result
Acquisition adjusted for Acquisition adjusted for
Reported amortizationd| Special itemsP] special items Reported amortizationd| Special itemsP! special items
Exploration and Production 9,206 1,780 1,019 12,005 12,361 1,815 322 14,498
Gas, Power and Renewables 354 - 30 384 488 - - 488
Refining and Marketing 872 794 415 2,081 3,673 770 487 4,830
Chemicals 515 - 250 765 128 - 114 242
Other businesses and corporate (701) - 186 (515) (523) - 73 (450)
Replacement cost
operating profit 10,246 2,574 1,900 14,720 16,027 2,685 996 19,608
Interest expense (1,279) - 15 (1,264) (1,670) - 62 (1,608)
Taxation (4,217) - (456) (4,673) (6,005) - (375) (6,380)
Minority shareholders’
interest (MSI) (52) - (16) (68) 61) - - (61)
Replacement cost profit before
exceptional items 4,698 2,574 1,443 8,715 8,291 2,585 683 11,559
Exceptional items, net of tax 1,043 165
Replacement cost profit after
exceptional items 5,741 8,456
Stock holding gains (losses),
net of MSI 1,104 (1,900)
Historical cost profit 6,845 ‘ ’ 6,556

aAcquisition amortization refers to depreciation relating to the fixed asset revaluation adjustment and amortization of goodwill

consequent upon the ARCO and Burmah Castrol acquisitions.

bThe special items refer to non-recurring charges and credits.



Dividends per share (cents/pence)

0 6 12 18 24
0 4 8 12 16
W cents per share M pence per share

Result ($ billion)

0 4 8 12 16
Result per share (cents)

0 15 30 45 60
Return on capital employed (%)

0 6 12 18 24
Capital expenditure and acquisitions ($ billion)

0 6 12 18 24

B capital expenditure B acquisitions

3Excludes $27,056 for the ARCO acquisition.
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Environmental performance

2002 2002 2001
BP | underlying® BP
Greenhouse gas emissions
(million tonnes) 82.4 78.3 80.5
Total number of spills (>1 barrel)® 761 742 8104
Percentage of major operations
with ISO 14007€ 92 94 73

aBP operations excluding Veba.

bBP share of emissions of carbon dioxide and methane, expressed as an equivalent
mass of carbon dioxide.

€1 barrel = 159 litres = 42 US gallons.

d2001 data has been restated to include all spills, whether the spill reached land or
water or was contained.

€SO 14001 is an international environmental management standard.

Days away from work case frequency® ® (per 200,000 hours)
2002

2001

2000

1999

1998

0 0.10 0.20 0.30 0.40
B employees M contractors

AAn injury or illness that results in a person being unable to work for a day (shift) or more.
2002 data excludes Castrol and Veba contractors and Veba employees.

Senior management profile by gender and nationality? (%)

2002
2001
2000
0 5 10 15 20
B female B non-UK/US

3Senior management includes the top 622 positions in BP

Community investment by region ($ million)
| 2002 2001 2000] 1999 1998 |

UK 13.9 14.9 15.4 10.4 12.2
(including UK charities 3.2 4.7 4.1 5.3 5.1)
Rest of Europe 6.2 8.0 5.3 3.5 2.6
USA 46.3 52.9 46.0 36.4 37.0
Rest of World 18.8 18.9 14.9 171 13.1
Total | 82| 947| s16| 674| 649]

Community investment by theme ($ million)

including including
UK UK
charities charities

2002 2002 | 2001 2007 | 2000 | 1999 | 1998

Community

development 24.3 0.7| 333 0.9| 282 | 295| 15.8
Education 24.2 0.8| 295 22| 21.3| 148 | 146
Environment

and health 19.8 1.1| 155 1.2 83| 47| 6.1
Arts and culture 6.6 0.1 8.2 -| 15.0| 11.0| 13.6
Other 10.3 05| 82 04| 88| 74| 148

Total | 85.2| 32| 947| 47| 816|674 649]




Chairman’s letter

Dear Shareholder

Weak stock markets worldwide have been driving down share
prices, but | am pleased to report that we have been able

to increase the total annual dividend per share to 24 cents,
thanks to BP's strong underlying performance in 2002. This

is a dividend increase in dollar terms of 9.1% over 2001.

This further increase is a testament to the performance
we delivered in business conditions that remained difficult
throughout the year. It reflects the success of our strategy
of continually seeking to improve our portfolio of assets
and of establishing leading market positions. The completion
of the acquisition of Veba Qil in 2002 is a notable example.

Our fundamental objective is to protect and enhance
shareholder value in a sustainable way, in both the short and
long term. In order to fulfil this responsibility to our global
shareholder base, we place great emphasis on the duties
of the non-executive directors. They form a majority on the
board and its committees and their role as champions of
shareholders’ interests is increasingly widely recognized.

We must recognize too that the oil business has a long-
term project development cycle and the industry itself is
cyclical over an extended period. In these circumstances,
the board believes it is strongly in the shareholders’ interests
to have a number of non-executive directors with longerterm
experience of the business. This is particularly so for BP over
the next five years as the board works with John Browne
to bring on a new executive team and leadership.

As a UK-registered company, we are pleased that our own
policies and practices are already substantially in line with the
Higgs and Smith reports on governance. In the USA, where
we are listed on the NYSE, significant regulatory proposals are
currently in the course of implementation. We look forward to
monitoring progress as these developments are implemented
on both sides of the Atlantic. We do not expect they will cause
us to make any significant changes to our existing practice.

T

A particularly important task of the board is to monitor the
way the company manages its approach to opportunities and
risks, which may be operational, financial, environmental or
ethical. This monitoring includes an annual review of the full
range of possible risks, a review that shapes our continuing
assessments. The board’s committees review the business
throughout the year. Their role, too often overlooked, is
highlighted in the accompanying box.

We believe that we have robust policies and processes
that give the board a clear picture of the business as a
whole, and the ability to monitor and assess changes and
developments. At the same time, the chief executive and
his team must have the freedom and flexibility to exercise
the day-to-day judgements needed to run the company.

These policies and processes are all the more important
because, as a major international company, we come under
intense and varied scrutiny in the societies in which we
operate. This comes from regulatory authorities and others
representing the interests of people who are affected in
some way by our operations — as well as our shareholders,
employees and customers.

We also believe that, in addition to serving our customers,
the investment, trade, skills and opportunities we bring to
countries around the world can be hugely beneficial. We try
to have a positive impact on every community in which we
work, and aim to operate in a way that does no harm to the
environment. Our long-term performance is linked to our
success in managing these challenges and our commitment
to investment for the future.

Fundamentally, our ability to deliver outstanding
performance depends on the work of the more than 100,000
people in BP and on the leadership provided by John Browne
and his team. We depend on their determination, experience
and creativity. On behalf of the board | would like to recognize
their contribution in 2002, and thank them for it.

We have In place the
Management processes
and the exceptional people
to respond to challenges.
These strengths underpin
our commitment to build
long-term shareholder value
INn a sustainable way.



It is essential to the success of our business that we
attract and retain exceptional people at all levels, and create
the conditions in which they are motivated to be the best
in their field. This need shapes our remuneration policies,
and we are confident that the current level and structure of
executive reward provide the appropriate incentives. Reward
is tied to performance and, at senior levels, to the long-term

success of the company. The standards we set for performance

are both clear and highly demanding, in a very competitive

sector. Details of these remuneration policies are set out later
in this report. As a board we believe our approach is confirmed

by the value we have delivered to shareholders.
Two of our long-serving executive directors are leaving

the board. Rodney Chase relinquished his role as deputy chief

executive in January 2003. He will retire from the board in
April, after a 38-year career with BP. Dr John Buchanan, our
chief financial officer for the past six years, retired from the

board last November after 33 years’ service with BP. We have

greatly valued their respective contributions and thank them
very much for the part they have played in the development
of the business.

Dick Olver, formerly chief executive of exploration
and production and an executive director since 1998, has
been appointed to the role of deputy group chief executive.
We welcome to the board Dr David Allen, Dr Tony Hayward
and John Manzoni, who were appointed executive directors
on 1 February 2003.

st

Peter Sutherland
Chairman
11 February 2003

Shareholder returns against the market (%)
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BP 2002 Chairman’s letter

The board’s committees are key to the systematic
assessment and management of the opportunities and
risks facing BP. Particularly important in this process are
the three described below. Each committee consists

of up to six of our non-executive directors, and plays a
vital role in representing the interests of shareholders
and testing management decisions, processes and
judgements. Further information on the work of these
committees and the board as a whole is set out on
pages 28 to 29 of this report.

Sir lan Prosser chairs the Audit
Committee. It is responsible for
monitoring all the reporting, accounting,
control and financial aspects of executive
management activities.

Dr Walter Massey heads the Ethics and
Environment Assurance Committee.

It is responsible for monitoring the
non-financial aspects of executive
management activities.

Sir Robin Nicholson is chairman of
the Remuneration Committee.

It is responsible for determining the
structure of rewards for the group
chief executive and executive directors.

Over 5 years — 1998-2002

BP
- Shell
ExxonMobil
- ChevronTlexaco
TotalFinaElf
-6 0 6 12 18 24 30

Shareholder returns comprise annual share price movements, with dividends
reinvested, for investments held over the period shown.

Shareholder returns against the market reflect the returns generated above or
below returns from equivalent investments in the overall market.



Group chief executive’'s review

Our strategy Is to create value from a
distinctive set of opportunities, biased
towards the upstream, which through

a disciplined approach to long-term
iInvestment growth can produce returns
that are secure and highly competitive.

Managing our business in uncertain times is nothing new to
BP Over the past few years we have demonstrated our ability
to instigate change and react swiftly to external influences,
time and time again. Despite dramatic swings in exchange
rates, interest rates and stock market levels and volatile oil
and natural gas prices, we have succeeded in delivering our
strategic objectives.

We have always demonstrated our ability to deal with
volatility without losing sight of our long-term goals, and
have no doubt that we can continue to do so.

Reporting on our performance in 2002 against this
backdrop of a volatile and often difficult trading and operating
environment calls for a sense of balance and perspective.
2002 was a year in which we had some great successes,
in which we failed to meet our production target and, above
all, a year in which we learned a great deal.

In 2002, our safety record improved. Fewer people were
hurt while working for BR whether as employees or as
contractors. Our performance on safety now compares well
with that of the industry leaders.

Our financial performance was strongly competitive with
our peers. In a world where natural gas prices and refining
margins were significantly lower than in 2001, we delivered
a result of $8.7 billion. We generated more than $19 billion

of cash from operations. Our return on capital was 13%
and our gearing down at below 28%.

We replaced 175% of the reserves we produced,
making 2002 the 10th year running in which our reserves
replacement exceeded 100% and further growing our inventory
of high-quality reserves to renew the company for the future.

In underlying terms — that is, under mid-cycle operating
conditions — performance improved by $1.2 billion before tax,
against a target of $1.4 billion. As a result of our performance,
the board was able to increase the dividend for the year in
dollar terms by 9.1% and has announced an intended share
buyback programme of $2 billion.

We were not satisfied with everything in 2002. The
movement in our absolute stock price reflected the falls in
all world markets. In addition, operational and political events
gave us production growth of 2.9% — a level that compared
very well with that of our competitors but was below our
target growth rate of 5.5%. Having allocated capital in
2001-02 to high-value projects in new growth areas, we
lacked the flexibility needed to close this gap.

That experience has taught us that production volumes,
while potentially an indicator of growth, are only really useful
when combined with a balanced view of all the other factors
that go to create value.



The missed production target prompted us to undertake
a thorough review. This has confirmed that our strategy is
sound, on track and creating a business that is distinctive in its
capacity to create value — today, tomorrow and subsequently.
Our review of strategy also confirmed to me that we have
an outstanding team of great people who have a clear
understanding of our strategy and are confident about our
future. | am most grateful for their dedication and delivery.

The world's need for energy is growing. BP has a strong
portfolio of assets and the financial strength to take advantage
of new opportunities as they arise. \We have a great portfolio
of world-class brands. We place much emphasis on clarity
in the way we manage our company — setting and
communicating governance standards, and implementing
rigorous internal review procedures that help us challenge
and, as necessary, refresh our ways of working. Our efforts
to maintain our year-on-year track record of improvements
to the safety performance of all our operations and to
reduce the impact of our activities on the environment
remain relentless.

Our strategy is to create value from a distinctive set of
opportunities, biased towards the upstream, which through
a disciplined approach to long-term investment growth can
produce returns that are secure and highly competitive.

We continue to dispose of those assets that no longer offer
us the right performance potential.

In upstream, the key to success is the ability to access
and focus on those opportunities that offer material and
superior returns. My confidence that we are on the right
path stems from our track record in finding giant fields,
replacing reserves and the portfolio of projects now under
development.

Our investment strategy for 2003-07 is focused on
developing five new material upstream profit centres — in
the deepwater Gulf of Mexico, Trinidad, Azerbaijan, Angola
and Asia Pacific. These should begin to contribute significant
earnings and free cash flow during next year and beyond.
The development of these new activities is an important
moment in the long history of BP —a move analogous for
us to the development of the North Sea and Alaska 30 years
ago. These new activities not only renew BP for the medium
term. They also offer great potential for the longer term,
with extensive further resources yet to be discovered.

In addition, we have announced an agreement in principle
with the Alfa Group and Access-Renova to combine our
interests in Russia to create that country’s third largest oil and
gas business. The transaction, scheduled for completion in the
summer, will result in the formation of our sixth new upstream
profit centre.

The strategy for our established upstream assets in areas
such as North America and the North Sea is to maximize
productivity. We will do this by strict control of capital
reinvestment, based on risk and expected returns according
to a global ranking, and applying best-in-class operating
efficiency.

Our downstream businesses have grown rapidly, with
capital employed increasing by 20% per year on average
since 1999. Downstream growth potential is centred on four
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distinctive business areas: refining; retailing; lubricants; and
business-to-business marketing. Our approach is to improve
operating and overhead costs to best-in-class, to offset
increasing competitive pressure and to improve value by
careful portfolio choice. Part of our potential is underpinned
by the market-leading retail position we have established

in Germany with the Veba Oil acquisition.

We have transformed our chemicals businesses,
strengthening our capability in key product areas following
the acquisitions of Erdoélchemie and Veba. Now we are
working to develop a differentiated, material portfolio based
around seven core products with advantaged market positions.
The scale of our operations, with production capacity
increasing by 32% over the last three years, and the
technologies we possess give us competitive advantage.

Our gas, power and renewables business represents an
increasingly significant part of our operations as demand for
clean and alternative energy sources such as natural gas and
solar increases. Our strategy in this area is clear — to maximize
the commercial value of the gas we produce by building
markets ahead of availability, to develop a material and
profitable renewables business and add value to our natural
gas liquids business.

Our aspiration to be numbered among the world’s great
companies remains unchanged. Our goal is to create value —
but, of course, maximizing value is not a mechanical process.
It requires balance and judgement. If we knew far more about
the world and the future than we ever could know, we could
then manage the maximization of value with precision. But
we cannot. All our experience over the last 95 years, since
the company was first established, confirms that value is
created through understanding and meeting the needs of
all those with whom we do business.

We depend on the satisfaction of consumers with our
products, on continued access to capital markets, on the
motivation and skills of our people, on good relationships
with governments and the communities in which we work
and, of course, on our ability to judge the right response
to the everchanging circumstances in the external world.

We cannot neglect any of those issues. We cannot
concentrate on one alone — because if we did we would
risk endangering them all. Our success in continuing to
deliver value for our shareholders will depend on our ability
to judge and to maintain the right balance between all
those factors.

T
(S

The Lord Browne of Madingley

Group Chief Executive
11 February 2003



Financial and business operating review

Business environment

The trading environment was challenging during 2002, with
natural gas prices and refining margins significantly weaker
than in the previous year, owing to the global economic
slowdown. Demand improved in most parts of the business
after the first half of the year but economic conditions
remained sluggish. We have taken a cautious view about
the strength of the recovery through 2003.

The adverse business conditions had the greatest impact
on refining and marketing. Worldwide refining margins were
depressed for much of the year, at nearly half the average
level of 2001. They may remain under pressure, although a
colder winter after the unusually mild 2001-02 season could
help offset the impact of a subdued economic recovery,
especially in the key US market. Margins in chemicals were
at levels similar to the bottom of previous cycles.

Oil prices were volatile in 2002. The Brent price ranged
from around $18 per barrel to above $31 per barrel. The crude
oil price increased during the second half of the year, partly
reflecting a ‘'war premium’. Brent prices averaged $25.03 per
barrel compared with $24.44 per barrel in 2001.

Natural gas prices in the USA were on average lower than
in 2001, at around $3.36 per mmBtu compared with $3.96
per mmBtu, owing to a large surplus of gas in storage during
the 2001-02 heating season. Cold weather and the start of
a decline in domestic production in the USA brought about a
rise in price to around $5 per mmBtu towards the end of 2002.

Results
BP's result for the year was $8,715 million, compared with
$11,559 million in 2001. The result per share was 38.90 cents,
a decrease of 24%. The replacement cost operating result
was $14,720 million (2001 $19,608 million). Replacement
cost profit before exceptional items was $4,698 million (2001
$8,291 million).

The special items in 2002 and 2001 are shown in the
table below.

External environment

The return on average capital employed (ROACE) was
13%, compared with 19% in 2001. On a replacement cost
before exceptional items basis, the 2002 return was 6%
(2001 11%), and 8% (2001 9%) on a historical cost basis.

During 2002, we achieved $1.2 billion pre-tax underlying
performance improvement through volume growth and cost
reductions compared with 2001. Underlying performance
improvement is an assessment measured after adjusting
prices, margins, costs and capacity utilization to levels that
we would expect on average over the long term.

Net exceptional gains of $1,168 million before tax included
profits from disposal of interests in Ruhrgas and Colonial
Pipeline and an electronic payment system, and a gain on
the redemption of certain preferred limited partnership
interests BP retained following the Altura Energy disposal
in 2000. These items were partly offset by provisions for
losses on the sale of certain upstream interests announced
since the end of 2002.

Interest expense was $1,264 million, compared with
$1,608 million in 2001, after adjusting for special charges
of $15 million (2001 $62 million) arising from the early
redemption of bonds. The decrease mainly reflects lower
interest rates.

Corporate tax expense was $4,342 million (2001
$6,375 million), representing an effective tax rate of
47% on replacement cost profit before exceptional items.
The effective tax rate on the pro forma result, adjusted for
special items, was 35% in both years.

Historical cost profit was $6,845 million, including
exceptional net gains after tax of $1,043 million and stock
holding gains of $1,104 million. The corresponding figures
for 2001 were $6,556 million profit, $165 million net gains
and $1,900 million losses respectively.

Capital expenditure and acquisitions amounted to
$19,111 million, including $5,038 million for the acquisition
of Veba. Excluding acquisitions, capital expenditure was
$13,322 million, compared with $13,200 million in 2001.

Special items ($ million)

[ [ 2002 | 2001 | | [ 2002 | 2001 |
BP average liquids realizations ($/barrel) 22.69 22.50 Restructuring, integration and
Brent oil price ($/barrel) 25.03 24.44 rationalization costs 774 761
BP average natural gas realizations Impairment charges and asset write-downs 985 175
($/thousand cubic feet) 2.46 3.30 Insurance claim (184) -
Henry Hub gas price ($/thousand cubic feet) 3.22 4.26 Vacant space provision 140 -
Global indicator refining margin ($/barrel) 2.1 4.06 Pipeline incident 62 -
Chemicals indicator margin ($/tonne) 102? 109 Litigation 55 60
aprovisional. Environmental charges 46 -
Other 22 -
Operating statistics 1,900 996
l [ 2002 | 2001 | Interest — bond redemption charges 15 62
Liquids production (thousand b/d) 2,018 1,931 Total special items before tax 1,915 1,058
Gas production (million cf/d) 8,707 8,632 Taxation _ (4567 (375)
Total production (thousand boe/d) 3,519 3,419 Minority shareholders’ interest (16) -
Gas sales (million cf/d) 21,621 18,794 T
8 ’ ' Total special items after ta 1,443 683
Refinery throughputs (thousand brd) 3,103 | 2,929 pecial X | |
Marketing sales (thousand b/d) 4,180 3797 A|ncludes an adjustment to the North Sea deferred tax liability for the supplementary
Chemicals production (thousand tonnes) 26,988 22,716 :Jeztfjxrﬁ;?n tax as well as tax relief expected on impairments and related




Environmental improvement
or improved performance?
This project proves you can
have both — and deliver
competitive technological
advantage In the process.

BP has been refocusing its strategy for the chemicals
business to concentrate on seven core product areas that
rely on competitive technological advantage or command
significant market positions. The challenge is to do this
while maintaining — and beating — our target for reducing
greenhouse gas emissions.

MATRO or, to give its full title, Membrane Application
to Recover Olefins, a project completed by our Polyethylene
Malaysia team, has demonstrated that we can indeed
achieve significant environmental improvement while
meeting our strategic priorities.

MATRO uses innovative technology and a smart
solution originally discussed during a knowledge-sharing
meeting attended by users of BP's licensed proprietary
Innovene reaction technology. This should allow the team
to reduce by about 30% the carbon dioxide emissions at
our Malaysian plant, which produces polyethylene for use
in a wide range of applications.

But this is only half the story. Because hydrocarbons
are recycled back into the process, our materials costs
are also reduced. In fact, with estimated cost savings of
$500,000 a year, the project should pay for itself within
one year of commissioning.

MATRO offers a great example of how BP’s technology
and the scale of operations are helping to transform
our chemicals business and deliver a distinctive portfolio
of products.
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BP's stated intention is to concentrate resources on the
best investment opportunities and to focus production
expertise where it will produce the very best returns.

That's just what we've done at Horn Mountain, BP's Gulf
of Mexico deepwater production unit. The production team
there has brought the well development into full production
only 40 months after the discovery of deepwater reserves —
about half the time traditionally required to complete a
project of this scale.

Horn Mountain's 26,000-tonne spar, situated in
5,400 feet of water — a record for BP - is expected to
produce an estimated 65,000 barrels of oil and 68 million
cubic feet of gas daily. This will give BP another key
production facility in one of our most important regions, with
the prospect of continuing high productivity for many years.

Now, by sharing and applying best-in-class operating
practices, the versatile topsides design and streamlined
development timeline can be replicated on future projects
in the Gulf of Mexico and around the world.



Net cash outflow for the year was $344 million, compared
with an inflow of $1,002 million in 2001; lower operating cash
flow and higher acquisition spending were partly offset by
lower tax payments and higher disposal proceeds. Net cash
outflow for capital expenditure and acquisitions, net of
disposals, was $10,983 million (2001 $11,604 million).

The group’s net debt, that is debt less cash and liquid
resources, was $20,273 million at the end of 2002, compared
with $19,609 million at the end of the previous year. The ratio
of net debt to net debt plus equity was 28%, compared with
29% a year ago. We expect to keep this ratio in the range of
25-35%. In order to maintain the substance of our existing
financial framework, the target range has been restated
following the adoption of FRS 19. On a reported basis, the
percentage was 22% (2001 23%).

In addition to reported debt, BP uses conventional off
balance sheet sources of finance such as operating leases
and borrowings in associates and joint ventures. The group
has access to significant sources of liquidity in the form of
committed facilities and other arrangements.

BP has a financial risk management process that
addresses the various risk exposures we encounter in the
financial markets; these include market risk, credit risk and
liquidity risk.

Critical accounting policies

The group’s accounts are prepared in accordance with UK
Generally Accepted Accounting Practice (UK GAAP). This
requires the directors to adopt those accounting policies most
appropriate to its particular circumstance for the accounts

to give a true and fair view. In preparing the accounts the
directors are required to make estimates and assumptions
that affect the reported amounts of revenues, expenses,
assets and liabilities. Actual outcomes could differ from the
estimates and assumptions used.

The directors believe that the critical accounting policies
and areas that require the most significant judgements and
estimates to be used in the preparation of consolidated
accounts are in relation to oil and natural gas reserves;
depreciation and amounts provided; impairment; and
provisions for decommissioning, environmental liabilities,
pension obligations and other post-retirement benefits.

Capital investment ($ million)

[ [ 2002 | 2001 |
Exploration and Production 9,266 8,627
Gas, Power and Renewables 335 352
Refining and Marketing 2,682 2,386
Chemicals 810 1,446
Other businesses and corporate 228 389
Capital expenditure 13,321 13,200
Acquisitions 5,790 924

19,111 14,124
Disposals (6,782) (2,903)

Net investment 12,329 11,221
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BP's creative  '4
thinking about

a challenging
technical problem
has delivered a
solution that will
improve the design of future
deepwater drilling projects.

As part of a drive towards greater efficiency, BP is
determined to redefine best-in-class in every aspect of
its operations, including its deepwater fields. These play
a key role in our agenda for future production growth.
The potential returns are excellent, although the process
of drilling and operating deepwater wells challenges our
ingenuity and technology.

A particular issue in deepwater wells is the impact of
thermal effects in the wellbore. Historically, there had been
little research into such effects, and traditional ways of
dealing with this issue were technically challenging.

A smart solution arrived when, following the failure
of the Marlin well in the Gulf of Mexico, BP's Houston
technology team set out to tackle the problem. They used
original thinking and innovative technology to create several
ground-breaking well designs that in turn led to new ways
of mitigating these effects.

The solution is fast becoming best practice across many
other deepwater fields. Once again, BP people have shown
their ability to manage technical risks in the most challenging
operating environments.



Creditor payment policy and practice
As a general policy, the group encourages long-term
relationships founded on trust and mutual advantage.
Within this overall policy, individual operating companies
are responsible for agreeing terms and conditions for their
business transactions and ensuring that suppliers are aware
of the terms of payment. These terms are adhered to when
payments are made, subject to terms and conditions being
met by the supplier.

BP p.l.c. is a holding company with no business activity
other than the holding of investments in the group and
therefore had no trade creditors at 31 December 2002.

Dividends

The total dividends announced for 2002 were $5,375 million,
against $4,935 million in 2001. Dividends per share for 2002
were 24 cents, an increase of 9.1% compared with 2001.

In sterling terms, the increase was 1.3%. The board sets
the dividend based on a balance of factors. It considers
present earnings, together with long-term growth prospects
and cash flow. It also considers the group’s competitive
position and determines the payment, which broadly
corresponds to around 60% of sustainable earnings,
calculated under standardized assumptions over a run

of years.

BP intends to continue the operation of the Dividend
Reinvestment Plan (DRIP) for shareholders who wish to
receive their dividend in the form of shares rather than cash.
The BP Direct Access Plan for US and Canadian investors
also includes a dividend reinvestment feature.

Share repurchases

As part of giving a return to shareholders, one of the steps

we take from time to time is to repurchase our own shares.
During 2002, a total of 100 million shares were repurchased
and cancelled at a cost of $750 million. The repurchased
shares had a nominal value of $25 million and represented
0.5% of ordinary shares in issue at the end of 2001. At that
time the company still had shareholder approval, subject

to conditions, for the repurchase of a further 2.1 billion
ordinary shares. Since the inception of the share repurchase
programme in 2000, 476 million shares have been repurchased
and cancelled at a cost of $4.1 billion. BP's present intention
is to spend $2 billion on further repurchases of its own shares,
subject to market conditions and continuing support at the
April 2003 annual general meeting.

Business operating results ($ million)

[ [ 2002 | 2001 |
Exploration and Production 12,005 14,498
Gas, Power and Renewables 384 488
Refining and Marketing 2,081 4,830
Chemicals 765 242

Business performance

Exploration and Production

The result for the year was $12,005 million, compared with
$14,498 million in 2001, mainly reflecting the fall in the price of
natural gas. We continued to make underlying improvements
through a 2.9% growth in production and a reduction in

lifting costs.

Our strategy is to create a sustainable long-term business,
delivering superior returns by building a greater share of large,
low-cost oil and gas fields. We maintain a focused approach
to choosing the opportunities we want to pursue out of all
those available to us. That focus means we have created five
new profit centres in which we have a distinctive competitive
position: Gulf of Mexico, Trinidad, Azerbaijan, Angola and
Asia Pacific.

Our aim is to balance growth and returns by allocating
investment to projects with the highest expected returns,
ranked globally; by improving operating efficiency; and by
selling assets that are not strategic to us and have greater
value to others. We have already agreed divestments in
2003 amounting to approximately $3 billion.

In 2002, a number of new fields started producing,
the most significant of which were King, King's Peak, Horn
Mountain, Aspen and Princess in the deepwater Gulf of
Mexico. In Trinidad, production of gas was increased from
the existing fields to supply the second liquefied natural
gas (LNG) train, which started up in August. In Azerbaijan,
the Chirag field contributed steady production. In Angola,
production from Girassol built up to its plateau level after
starting up at the end of 2001. Production started at the
Lan Tay field in Vietnam in November. In our other operations,
production from Northstar in Alaska also built up to plateau
level, and there was strong performance from Australia and
Egypt owing to higher gas sales.

These production increases in 2002 were partly offset by
a number of factors, including lower gas demand resulting
from warm weather in the UK, OPEC reductions, severe
storm patterns in the Gulf of Mexico, the general strike in
Venezuela and operational problems in Alaska and the UK.

Exploration successes in 2002 included discoveries in
the Gulf of Mexico, Trinidad, Angola and Egypt. The Plutao
field is the first ultra-deepwater discovery offshore Angola.
We were awarded new licences in the Gulf of Mexico,
Norway and Russia. We have led our major competitors
in the number of giant discoveries (more than 250 million
barrels of oil equivalent) during the past five years. Our
reserve replacement ratio in 2002 was 175% — a very
competitive result that underpins our long-term growth
plans. Reserve replacement has exceeded production for
10 consecutive years.



BP is managing the construction of the Baku-Thilisi-
Ceyhan (BTC) pipeline — an ambitious project that will
transport oil more than 1,760 kilometres from Baku in
Azerbaijan, through Georgia and on to Ceyhan in south-
eastern Turkey.

The scale and high profile of this project make it
one of the most challenging BP has ever undertaken.

A panel of external international experts will publish an
independent assessment of how our conduct of the BTC
project and our other businesses in the Caspian region
matches up to our stated policies and principles.

We have negotiated agreements with the parliaments
and governments of all the countries involved. Ongoing
consultation with interested parties at local, national
and international level is vital. This follows a series of
formal environmental and social impact assessments
we have already carried out.

Throughout the project we will be doing all we can
to minimize the social, political and environmental impact
of the pipeline, which is designed to carry one million
barrels of oil a day. With our partners we have held
discussions with close to 100 stakeholder groups,
and run workshops and town hall meetings with local
communities along the entire length of the proposed
pipeline route.

We believe the pipeline will bring significant
benefits both to the region and to BP.
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We made significant progress in 2002 in building up our
five new material profit centres. Late in 2002, development
started at the Atlantis field in the deepwater Gulf of Mexico.
Atlantis joined four other fields — Na Kika, Holstein, Mad Dog
and Thunder Horse — that are also being developed in the Gulf.
Construction of the Mardi Gras pipeline system, to handle
the oil and gas production from BP’s new fields in the Gulf,
continues and is on track.

We made two major natural gas discoveries off the coast
of Trinidad in 2002, in Iron Horse and Red Mango #2, taking
the total to four new discoveries in three years. We estimate
that our undeveloped gas resources in Trinidad now stand
at 16 trillion cubic feet. Along with the advantages of scale,
improved liquefaction technology has reduced costs in Trinidad
by nearly 30%, compared with LNG plants built elsewhere
in the 1980s and early 1990s. Continuing technology
developments and an increase in plant scale allow us to target
a further 25% cost reduction by the end of the decade. This

should enable us to compete successfully in new LNG markets.

In an important step towards making possible the export
of oil from Azerbaijan and the Caspian region to Turkey’s
Mediterranean coast, we announced the formation of the
Baku-Thilisi-Ceyhan pipeline company. Initial construction
contracts have been awarded, and the pipeline is on schedule
for completion in 2005. This is designed to allow a new source
of cost-effective and reliable crude oil supply, of up to one
million barrels a day by late in the decade, to be brought to
the market.

In Angola, Kizomba B was sanctioned and approved,
while progress on the development of Kizomba A means
it is expected to start up in 2004.

In Asia Pacific, we are continuing to move forward with
key natural gas resources, including Tangguh in Indonesia.

Building the five new profit centres requires a high level
of capital spending in 2002-04. We intend to invest around
$20 billion in these profit centres during 2003-07.

Technical innovations continued to make a substantial
contribution to performance, allowing us to enhance the
value of our projects. For example, the use of 4D seismic
technology improved recovery of reserves to a degree
impossible just 10 years ago. Through this technology we
estimate some 24,000 barrels a day of additional production
capability will become available. New deepwater well designs,
already highly successful in fields such as Thunder Horse,
Horn Mountain, Marlin, Mad Dog and Atlantis, are improving
safety and efficiency.

Our overall safety record improved, with a decline in the
number of days away from work case frequency to 0.10 per
200,000 man-hours. This was our best ever and also one
of the best performances in our industry. It continues the
improvement we have achieved since 1999. We do not intend
to rest on this performance but will continue to seek further
improvement in our safety record.

In February 2003, we announced an agreement in
principle with the Alfa Group and Access-Renova to combine
our interests in Russia to create that country’s third largest
oil and gas business. Once completed, the transaction will
create our sixth new upstream profit centre.

Gas, Power and Renewables

The result for 2002 was $384 million, down from $488 million
in 2001, owing to a lower contribution from Ruhrgas as

a result of its sale and a weaker marketing and trading
environment. This was partially offset by a better year-on-
year performance in natural gas liquids (NGLs) and increased
gas sales volumes.

Gas sales volumes increased 15% in 2002, although
margins in the industry were less favourable than in 2001,
which had benefited from a period of unusual volatility in
North America. Margins improved across our NGLs business
through a combination of operating efficiency, lower costs
and favourable market conditions. We also achieved more
than 20% growth in sales of solar systems and panels,
with an overall improvement in total gross margin against
increasing competitive pressure.

We have responded to growing demand for cleaner energy
by increasing the proportion of gas in our production to 42%
from 34% in 1997. Through the gas, power and renewables
stream we have established a gas marketing business that
is creating and capturing new market opportunities and
maximizing the value of the group’s gas output.

We are one of the largest marketers of natural gas
in North America, with a market share of more than 10%.
With the completion of a multi-year transportation, supply
and storage arrangement with Kinder Morgan, we now
have a leading position in Texas, the largest energy market
in the USA. BP is also a new entrant into several liberalizing
European markets. We have attained a 10% share of the
gas market in Spain and developed marketing activities in
Germany, Belgium, Italy and France.

We are becoming a significant supplier to gas markets
in the Asia Pacific region. Within the last year, we secured
important new markets ahead of developments in our
considerable upstream gas resource ‘bank’. These include sales
to major Chinese customers for liquefied natural gas (LNG)
imports through the Guangdong and Fujian import terminals,
which will have gas supplied from Australia’s North West Shelf
(BP 16.6%) and Tangguh, Indonesia (BP 37.2%), respectively.

Globally, the volume of BP's gas production sold as LNG
grew by 18% in 2002, with a significant increase resulting
from the expansion of our Trinidad and Tobago facilities. This
translated into a 5.6% world share in gas produced and
converted into LNG. We are progressing plans for new LNG
import facilities in key markets in North America, Europe and
Asia. In November we launched the British Trader, the first of
three new leased LNG ships, underpinning significant growth
in our trading, shipping and marketing of LNG volumes.

In NGLs, we maintained our position as North America’s
leading marketer, improving our margin per barrel during 2002.
BP holds a 6% share of the global supply of NGLs, with
interests in Europe, Asia Pacific and Australia, and also a
number of development opportunities around the world.

Customer demand for renewable and alternative energies
continued to increase rapidly in key markets. Demand for our
solar products rose significantly, consolidating our position as
a leading global photovoltaic supplier. In manufacturing, we
rationalized our range of solar products by discontinuing the
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Frito-Lay, the largest manufacturer and distributor of snack
foods in the world, needed an energy services provider

B P haS bU | |t a Stl’Oﬂg that could deliver a customized solution to the complex

energy issues facing its North American operation.
| | Crucially, it wanted to work with a partner who mirrored
pa rtn erS h | p Wlth a n eW its aspirations and values.
. . . Frito-Lay selected BP as an energy supplier, but soon
customer. Th IS IS add | ng found we could provide a full range of other products
and services, including energy management, energy
procurement, energy strategy and consulting, and

Va | ue to th e natu ral gas commodity supplies — primarily natural gas and electricity.

With retail sales in excess of $15 billion for its North
we ma rke-t Wh | |e meetl N g American and international divisions, Frito-Lay is a leader
in its industry, with progressive and environmental
p issues high on its agenda. This is an approach BP both
the Customer S broader understands and shares.
Marketing gas is a highly competitive business. But
the ability to broaden the services we offer has added

energy needs com petltlvely value for our customer while meeting our strategic aim

of becoming a partner of choice.
m -‘l.
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People around the world
recognize and trust our brands.
Very valuable assets, they are

a springboard to growth for our
downstream businesses.

BP’s challenge is to achieve lowest unit costs while simultaneously N =
increasing market share. Our brands are distinctive and valuable
assets that will help us realize these goals.

Amoco, Aral, ARCO, BP and Castrol are all world-class brands,
with leading positions in many markets. They help us win new
customers and deepen our relationship with the 13 million people
we already serve every day.

By focusing investment on this portfolio of brands, supported by
innovative technologies, we are achieving improved sales volumes and
better profit margins worldwide.

\We negotiated an exclusive two-year deal with footballer David Beckham
to promote the motorcycle lubricant Castrol Power 1 in the Asia Pacific
region — the world's largest motorcycle engine oil market. This initiative
has consolidated our leading position in the region, with 80% of targeted
consumers identifying Beckham as a positive reason to buy Castrol Power 1.

Meanwhile, in the USA, a focused campaign has made more motorists
aware that Amoco fuels, and in particular Amoco Ultimate, are available
from BP-branded sites. Sales of this premium fuel continue to outstrip all
competitor products. Similar success has been achieved on the US West
Coast, where ARCO am/pm has a higher level of brand loyalty than other
major oil companies.

Aral is the leading retailer of oil products in Germany. The Aral brand will
be extended across all our retail sites there, offering distinctive products and
quality service at more than 2,700 stations.

And BP Connect is focused on quality too — providing a superior on-site
food service in state-of-the-art convenience stores mainly in the UK and
USA. To date, over 486 sites have been completed, with more to come
in 2003.

Our world-class brands are building business for BP




production of thin film modules. We are starting operations at
our Tres Cantos plant in Spain, which is designed to produce
very high-efficiency photovoltaic systems using Saturn, our
proprietary solar technology.

At the Nerefco oil refinery in the Netherlands, jointly
owned with ChevronTexaco (BP 69%), our first wind farm was
completed and started providing electricity to the refinery and

the local grid. It supplies enough clean power for 20,000 homes.

Refining and Marketing

The result for the year was $2,081 million ($4,830 million in
2001). The acquisition of Veba Qil from E.ON, announced in
2001, was completed in 2002, along with the sale of most
of Veba's upstream oil and gas assets.

The trading environment was tough, reflecting a halving
of worldwide refining margins, together with a further adverse
impact from price differentials in BP's crude oil mix, and
lower US retail margins. Against this difficult background,
we delivered underlying performance improvements in both
our refining and marketing businesses, thanks to improved
plant availability, increased retail store sales and volume and
margin growth in lubricants, while overall operating unit costs
were flat. Greater operating efficiency was also reflected in
a further improvement in our safety record during the year.

Our strategy is to grow through investment focused on
key assets and market positions. In each of our four areas
of business — refining, retail, lubricants and business-
to-business marketing — we continue to aim for greater
operational efficiency. At the same time, we also seek to
improve the quality of our assets. This was enhanced in 2002
thanks to the continuing integration of Veba's marketing and
refining operations.

We are one of the leading refiners and marketers of
gasoline and hydrocarbon products in the USA, where we
own and operate five large refineries with extensive clean-fuel
capability. In Europe we own or participate in 13 refineries,
10 of which are operated by BR which substantially expand
our capacity to market cleaner fuels. Investment in our
refineries is focused on developing the capability to produce
cleaner fuels and on enhancing the quality of the products
we offer customers. By the end of 2002, we were marketing
cleaner fuels in 119 cities worldwide.

In our retail business, competitive pressures intensified
in some markets, especially the USA. In order to achieve
above-average growth and take full advantage of our best
assets, we invested in our new Connect convenience stores,
expanding our presence mainly in core metropolitan markets.
In 2002, we opened 147 new BP Connect convenience sites,
mainly in the USA and UK, and rebranded 4,611 stations
worldwide with the BP helios logo and colours.

At the end of 2002, there were about 26,000 BR Amoco
and ARCO branded service stations worldwide and 3,200
Aral branded stations in Europe. In due course we will
rebrand all our stations in Germany as Aral.

Retail sales grew 7% last year in stores that were also
operating in 2001, a similar rate to the previous year.

Retail fuel volumes grew by 10%, including the effect of
the Veba acquisition.
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Pursuing an
ambitious five-
year agenda
for exploration
and production, BP is
focusing more than 50%
of Its upstream investment
on five material profit
centres around the world.

Angola is one of those five. As one of the largest
businesses operating in the country, BP is set to play
an important role in delivering the resources that

will support recovery within the new context of
reconstruction and reform after 27 years of civil war.

The country's enormous potential makes it of key
interest to us. Our Angola team has built a strong
foundation for growth through both exploration and
development. Technical skills developed in similar
deepwater basins around the world have been used
to great effect. Today, BP is unique in participating in
the four major deepwater blocks in the country.

2002 has seen real progress, with Girassol, Angola’s
first deepwater project, delivering a full year’s production.
Several more projects are under construction, while new
discoveries continue to be made.

All this is proof of our belief that new areas such
as Angola will not only renew BP in the medium term,
but offer further, as yet unrealized, opportunities in the
longer term.



BP is
delivering its
commitment
to provide a
better environment
through technological
iInnovation and tailored
offers for customers.

For all of us, particularly those living or working in major
cities, air quality is a pressing issue. So an innovative low-
emissions initiative pioneered by BP that has produced
dramatic and immediate reductions in emissions of
pollutants is very good news indeed.

System City, launched in December 2001, is aimed
specifically at commercial fleet operators — typically bus
or road haulage companies. The initiative encourages
customers to use two new products together: Aspira,

a revolutionary ultra-low sulphur diesel emulsion fuel,
and Vanellus C8 Ultima, an ultra-high performance
synthetic lubricant.

For customers who have made the switch, including
Arriva buses in London, UK, the results have been
impressive. Smoke has been cut by 65%, smog-promoting
nitrous oxide by 15%, asthma-aggravating particulate
matter by 35% and carbon dioxide by up to 12%. And
these reductions have been achieved without extra capital
investment. Old or new, any bus or truck can be switched
to run on System City with no modifications at all.

Our leading global position in the lubricants business
is based on powerful brands such as Castrol and BR, and
continued technological improvements. We continued to invest
in advertising and sales promotion. This allowed us to achieve
volume growth in 2002, despite a decline of 0.56% on average
for the market, with an expanding margin. In business-to-
business marketing we offered our customers a range of
innovative high-value services and cleaner fuels, and gained
a bigger market share for businesses such as Air BP

A €377 million sale of retail and refinery assets in Germany
and central Europe announced in February 2003 will complete
the divestments required by the Veba acquisition regulator.

Chemicals

The result was $765 million, an improvement of $523 million
compared with 2001. Despite a similarly adverse trading
environment throughout the year, this was an increase of
216% compared with 2001. This performance was achieved
through capacity growth from both capital investment

and acquisitions, and significant reductions in fixed costs.

Underpinning this transformation in performance were
better safety and reliability in all our manufacturing. For
example, at Kéln, Germany, our biggest site, our performance
in both reliability and utilization was in the top quartile for
the industry. The site safety record saw a second year of
significant improvement, without a single day away from
work case during a year in which more than 8.5 million
man-hours were worked.

During the year we completely reviewed our strategy,
and are now focusing on seven core products for which we
have leading technologies and market positions. We have
opened new world-class plants and shut some inefficient
ones, for example, switching high-density polyethylene
production to a world-scale plant in Houston from the older
and smaller Deer Park plant elsewhere in Texas. This has
enabled us to continue improving the quality of our portfolio.
We also made some disposals, including the plastic
fabrications business and one of the Burmah Castrol
chemicals businesses. By early 2003, we had agreed the
sale of the remaining Burmah Castrol chemicals businesses.

We continue to improve the environmental impact of
our operations as we introduce new capacity. For example, at
our Chocolate Bayou olefins complex in Texas we are planning
to increase ethylene production by 20%. Yet the use of new
technology at the site, where the expanded plant is expected
to start operating in late 2005, should reduce emissions of
nitrogen oxides from the olefins plants by up to 90%.

In addition to improving the performance of our own
operations, we have also worked closely with suppliers to
ensure that our products minimize energy use and waste
while meeting customers’ needs, as in the manufacture of
speciality acrylic fibres. A unique partnership between BR
process suppliers, transport providers and key customers
in Mexico and Italy has generated new methods of purifying
and segregating acrylonitrile, which results in less waste
and lower emissions at the point of fibre manufacture.

BP is now the world's third largest petrochemicals
company in terms of capacity, and manufactures and
markets more than 26 million tonnes of products each year.
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L1
ﬂ' The Chinese government aims to increase the
is growing at 8% a year. China’s need for energy i proportion of natural gas in its energy mix from 2%

enormous and it is committed to meet this need in @88 10°8% by 2010 — an ambitious move that would have

an environmentally sustainable way. BP is playing
an active role in fuelling this transformation.

Our chemicals strategy, focusing on seven
core products in markets that offer significant
market share, is exemplified in our Zhuhai plant.
Here innovative thinking and cutting-edge
technology will revolutionize production of purified
terephthalic acid (PTA), used to make plastic bottles
and polyester fibres and yarns. Working together,
BP research, development, engineering and design
teams have built a brand-new PTA plant in record
time, achieving a 44% reduction in equipment
requirements and targeting a reduction of 30%
in site waste.

In Shanghai, BP has secured a joint venture
with state-owned Sinopec and the Shanghai
Petrochemicals Company to build Asia’s largest
ethylene cracker. The plant will be sited on partially
reclaimed land 50 kilometres south of Shanghai,
one of China’s fastest-growing cities. When complete,
the $2.7-billion SECCO project should meet rigorous
environmental standards. Its output will help satisfy
China’s growing need for products such as plastics
for irrigation pipes, fabrics and fibres for clothing
and other core consumer products.

stantial environmental benefits.

A;]%eader in LNG production, BP was delighted to
be chosen as sole foreign partner in the construction
of China’s first LNG import facility at Guangdong.

In addition, BP is involved in the supply of LNG

to Chinese customers via Guangdong and China’s
second LNG import terminal at Fujian. These
developments support our strategy of maximizing
the value of our gas.

BP’s downstream operations in China are thriving.
We are a major importer and wholesaler of LPG —
used in transport, retail, catering and manufacturing -
into the developing markets of eastern and southern
China. We have built and now manage our own LPG
import terminal at Ningbo. Both activities show our
focus on serving high-value markets.

Our strategy of investing for growth in new
markets is spearheaded through a joint venture
with PetroChina. Together we are launching 300
dual-branded service stations that will strengthen our
market position in the country’s potentially lucrative
retail sector. In the long term our intention is to have
a material share of the Chinese retail market.

Whether in chemicals, gas or retail markets,

China offers huge potential for future growth to BP.
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Environmental and social performance

We believe our business should benefit society and the
environment. We strive to understand all impacts of our
activities, positive and negative, and with this knowledge
seek opportunities that maximize value for all our stakeholders.

Our five business policies guide our actions. These cover
health, safety and environment; employees; relationships;
ethical conduct; and finance. They inform every decision
made by every employee. Each individual in the company is
required to comply; our partners, suppliers and contractors
are encouraged to adopt them. We believe there is no trade-
off between high standards and high performance.

Dealing with risks

Doing business in environmentally and socially sensitive
areas demands effective processes and controls. Our risk
management processes analyse a range of impacts, whether
local, national or global, including the effects our operations
may have on specific communities.

Accountability for managing our social and environmental
impact is written into business managers’ individual
performance contracts. These contain specific objectives
and firm deadlines for delivery during the year.

Health, safety and environmental performance
Increasing standards of safety at work is of the highest priority
and is essential to the wellbeing of our workforce. Every
facility aims to apply health, safety and environmental systems
rigorously. These are implemented by all staff and verified
through regular and extensive audits and assurance processes.
In 2002, we more than met our target of reducing the number
of accidents that cause injury (a 23% improvement compared
with 2001), giving us again one of the best safety records in
the industry. Safety audits, leadership training and formal
incident investigations contributed to this improvement.

Although the total number of major incidents declined,
we regret to report three employee and 10 contractor deaths
at work in 2002, compared with 16 deaths in 2001. We are
determined to continue to make progress towards our goal of
zero fatalities. All executives have explicit safety improvement
objectives that form part of their remuneration. One key
objective for 2002, to establish BP's new ‘Golden Rules of
Safety’, has been completed across all our businesses.

Oil spills at sea or on land remain a key environmental risk
for our industry. Our independently certified environmental

Long-term improvement in safety
performance (DAFWCF)2 1987-2002

0.6
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3Days away from work case frequency (DAFWCF) is the annual frequency
(per 200,000 hours) of injuries or illnesses that result in a person (employee
or contractor) being unable to work for a day (shift) or more. Excludes data
for Veba employees and contractors and Castrol contractors. Data before
1992 excludes contractors.
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management systems drive continuous performance
improvement on the number of oil spills (of more than one
barrel), which reduced from 810 in 2001 to 742 last year
(excluding Veba operations). Our own shipping fleet transports
significant volumes of oil, gas and chemicals around the world.
We are undertaking a fleet replacement programme that
should see 16 modern double-hulled vessels delivered by the
end of 2003, with a further 19 confirmed for 2004 onwards.
Where we charter additional vessels, they are vetted prior to
use to ensure they meet our rigorous operational standards.
In 2002, we announced a new approach on climate
change that received favourable reactions from many
expert organizations worldwide. Having already lowered
our emissions by 10%, we are now committed, through
combinations of energy efficiency, flaring reductions and
lowercarbon products, to maintain our net emissions at these
reduced levels over the next decade. We are pleased to report
that, on a like-forlike basis to take into account the effect of
acquisitions and divestments, our net emissions reduction
for 2002 was 0.3 million tonnes. This is in line with our new
target. This result was primarily achieved through substantial
cuts in flaring and venting, generating over 1.8 million tonnes
of sustainable emission reductions, offsetting organic growth
of 1.5 million tonnes. Including acquisitions and divestments,
of which Veba contributed 4.1 million tonnes, greenhouse gas
emissions of the group were 82.4 million tonnes for the year.
BP recognizes the need to protect and conserve the
biodiversity of our planet. A review of operations following our
undertaking prior to the AGM last year confirmed that, during
2002, no decisions were made to explore or develop in areas
designated by the World Conservation Union (IUCN) as
conservation management categories |-IV. Descriptions of our
risk assessments supporting future decisions will be reported
in the BP Environmental and Social Review 2002 (see page 40).
We are working closely with the IUCN to develop a consistent
approach to the identification and designation of protected
areas, which we will respect wherever we operate. In many
locations, our biodiversity action plans have stimulated much
local stakeholder engagement and innovative solutions to
preserve natural habitats for flora and fauna.

Employees
As a global group with operations in many of the world's
developing countries, in 2002 we gave the employment and
development of local staff an important focus. Programmes
in countries such as China, Vietnam, Trinidad and Angola have
ensured that our workforce is increasingly composed of locally
based employees. The experience of both local and expatriate
staff is helping each develop skills that can contribute to the
successful future of our operations and the community.

With a global workforce, our leadership should reflect
the diversity within our organization and recruitment intake.
Through continuous review of our development processes,
we again increased the proportion of our senior leaders who
are female or of non-UK or non-US nationality.

Our First Level Leaders programme, piloted in 2001
and successfully introduced in 2002, is an important step in
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ensuring that this trend continues. Developing the skills of
front-line leaders within a supportive network of colleagues,
it is run in 29 countries. More than 4,500 people attended the
programme in 2002, with similar numbers expected in 2003.

We have expanded employee ownership schemes,
including 17 new countries for our ShareMatch scheme
through which we match BP shares bought by employees.
We now have employee share plans in 77 countries and have
received several external awards for them.

It is BP's policy to ensure equal opportunity in recruitment,
promotion, career development, training and reward for all
employees, including those with disabilities. All applicants and
employees are assessed against clear criteria related to job
requirements. Where existing employees become disabled,
it is BP’s policy to provide continuing employment and training
wherever practicable.

We use a range of media to communicate systematically
with employees, including a global magazine, an intranet,
e-mails to groups of staff selected by seniority or region and,
most importantly, face-to-face communication. Team meetings
are the core of our consultation with employees worldwide,
complemented by formal consultation processes through
works councils in parts of Europe. All these media, along
with training programmes, enhance awareness of financial
and economic factors affecting BP’s performance.

Relationships

We believe that long-term relationships, founded on trust

and mutual advantage, are vital to BP's business success.

Our business operations involve us in many relationships with
investors, non-governmental organizations (NGOs), customers,
suppliers, communities, governments and employees.

During the year, we continued with our stakeholder
consultation process in Azerbaijan, Georgia and Turkey in order
to understand the concerns and aspirations of people affected
by our proposed investments. Their feedback is vital to the
success of our business in the Caspian region and a number
of their suggestions and recommended actions have already
been implemented.

In dealing with broader issues that affect our business,
we look to join partnerships, coalitions and alliances. For
example, in 2002 we joined the Global Business Coalition on
HIV/AIDS, a partnership between governments, companies
and NGOs. It aims to tackle the growing social, economic
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and political impacts of this disease. We are also involved in
the World Bank's Extractive Industries Review and the UN
Global Compact.

At the 2002 World Summit for Sustainable Development,
a BP delegation took part in discussions concerning the use
of energy in society. It was agreed that secure and affordable
energy services were needed to support social and economic
development in poorer developing countries without producing
environmental degradation. We are now exploring how we can
participate in various initiatives and partnerships that emerged
from the summit.

We continue to confront the challenges of implementing
international standards of human rights. In 2002, we engaged
with a wide variety of NGOs and civil society organizations
that on a global or local level are devoted to the promotion
and protection of human rights. We have further contributed
to the progress of the Voluntary Principles on Security and
Human Rights, an international initiative for companies in
the extractive sector, which is now supported by some
governments as well as by leading human rights NGOs.

Ethical conduct

We expect our staff to act according to the highest
standards of ethical behaviour. This is reinforced through

an annual process and through policy development, training
and actions that uphold our standards, including disciplinary
measures. During 2002, 132 people were dismissed for
unethical behaviour, including fraud, conflict of interest and
internet abuse.

In 2002, we strengthened our anti-corruption stance
by prohibiting facilitation payments and by identifying and
correcting areas of non-compliance. We decided to stop
making corporate political contributions anywhere in the world
from April 2002. During the first quarter of the year, group
companies made contributions totalling $220,100 to North
American political parties and candidates; since then, we
have made no further corporate political contributions.

In 2002, we again made no donations to any UK or other
EU political parties or organizations.

We increased the emphasis on ethical behaviour
across the group. Eight regional ethics committees were
established and more than 500 ethics workshops run
worldwide. Two on-line ethics modules for employees
were introduced and local case studies developed to
share best practice. We are making it easier for staff to
raise in confidence their concerns about any aspect of
the business, including safety, the environment and finance.
This process, starting in 2003, is being overseen by
ombudsmen in each region.

Every year, those in positions of responsibility are asked
to attest that their personal behaviour and the actions of
their teams comply with our ethical conduct policy. We
significantly enhanced this process last year to encourage
open discussion and sharing of ethical issues, which we
believe will contribute to continuous improvement in the
way we do business.
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Summary group income statement
For the year ended 31 December

$ million

Note 2002 2001
Group turnover 178,721 174,218
Group replacement cost operating profit 3 9,284 14,824
Share of profits of joint ventures 346 443
Share of profits of associated undertakings 616 760
Total replacement cost operating profit 4 10,246 16,027
Profit (loss) on sale of businesses or termination of operations 5 (33) (68)
Profit (loss) on sale of fixed assets 5 1,201 603
Replacement cost profit before interest and tax 11,414 16,562
Stock holding gains (losses) 1,129 (1,900)
Historical cost profit before interest and tax 12,543 14,662
Interest expense 1,279 1,670
Profit before taxation 11,264 12,992
Taxation 4,342 6,375
Profit after taxation 6,922 6,617
Minority shareholders’ interest (MSI) 77 61
Profit for the year 6,845 6,556
Distribution to shareholders 6 5,375 4,935
Retained profit for the year 1,470 1,621
Earnings per ordinary share - cents
Basic 7 30.55 29.21
Diluted 7 30.41 29.04
Replacement cost results
Historical cost profit for the year 6,845 6,556
Stock holding (gains) losses (net of MSI) (1,104) 1,900
Replacement cost profit for the year 2 5,741 8,456
Exceptional items (net of tax) 5 (1,043) (165)
Replacement cost profit before exceptional items 4,698 8,291
Earnings per ordinary share - cents
On replacement cost profit before exceptional items 7 20.97 36.95

Directors’ emoluments

Total emoluments received by BP directors were $27,814,000 ($33,767,000).

The summary financial statement on pages 1 to 26 and 28 to 41 was approved by a duly appointed and authorized committee of the board of

directors on 11 February 2003 and signed on its behalf by:

Peter Sutherland, Chairman

The Lord Browne of Madingley, Group Chief Executive
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Summary group balance sheet
At 31 December $ million
2002 2001
Fixed assets
Intangible assets 15,566 16,489
Tangible assets 87,682 77,410
Investments 10,811 11,963
114,059 105,862
Current assets
Stocks 10,181 7,631
Debtors 33,150 26,669
Investments 215 450
Cash at bank and in hand 1,520 1,358
45,066 36,108
Creditors — amounts falling due within one year
Finance debt 10,086 9,090
Other creditors 36,215 28,524
Net current liabilities (1,235) (1,5006)
Total assets less current liabilities 112,824 104,356
Creditors — amounts falling due after more than one year
Finance debt 11,922 12,327
Other creditors 3,455 3,086
Provisions for liabilities and charges
Deferred taxation 13,514 11,702
Other provisions 13,886 11,482
Net assets 70,047 65,759
Minority shareholders’ interest — equity 638 598
BP shareholders’ interest 69,409 65,161
Represented by
Capital and reserves
Called up share capital 5,616 5,629
Reserves 63,793 59,532
69,409 65,161
Movements in BP shareholders’ interest
At 31 December 2001 74,367
Prior year adjustment — change in accounting policy (see Note 1) (9,2006)
As restated 65,161
Profit for the year 6,845
Distribution to shareholders (5,375)
Currency translation differences (net of tax) 3,333
Issue of ordinary share capital for employee share schemes 195
Repurchase of ordinary share capital (750)
At 31 December 2002 69,409
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Summary group cash flow statement
For the year ended 31 December

$ million

2002 2001

Net cash inflow from operating activities@ 19,342 22,409
Dividends from joint ventures 198 104
Dividends from associated undertakings 368 528
Net cash outflow from servicing of finance and returns on investments (911) (948)
Tax paid (3,094) (4,660)
Net cash outflow for capital expenditure and financial investment (9,646) (9,849)
Net cash outflow for acquisitions and disposals (1,337) (1,755)
Equity dividends paid (5,264) (4,827)
Net cash (outflow) inflow (344) 1,002
Financing (181) 972
Management of liquid resources (220) (211)
Increase in cash 57 241
(344) 1,002

aReconciliation of historical cost profit before interest and tax to net cash inflow from operating activities $ million
2002 2001

Historical cost profit before interest and tax 12,543 14,662
Depreciation and amounts provided 10,401 8,858
Exploration expenditure written off 385 238
Share of profits of joint ventures and associated undertakings (966) (1,194)
Interest and other income (358) (478)
(Profit) loss on sale of fixed assets and businesses or termination of operations (1,166) (537)
(Increase) decrease in working capital and other items (1,497) 860
Net cash inflow from operating activities 19,342 22,409
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Notes

1 Presentation of the accounts

These summarized financial statements represent an abridged version of the financial statements in Annual Accounts 2002. For 2002, the group
has changed the method of accounting for deferred taxation to comply with a new UK accounting standard. Comparative figures have been
restated to reflect this change in accounting policy, and also to reflect the transfer of the solar, renewables and alternative fuels activities from
Other businesses and corporate to Gas, Power and Renewables.

2 Replacement cost profit

Replacement cost profits reflect the current cost of supplies. The replacement cost profit is arrived at by excluding stock holding gains and losses
from the historical cost profit.

3 Other income $ million
2002 2001

Group replacement cost operating profit includes:

Income from other fixed asset investments 139 208

Other interest and miscellaneous income 502 486

4 Analysis of total replacement cost operating profit

$ million $ million
2002 2001 2002 2001
By business By geographical area
Exploration and Production 9,206 12,361 UK 1,696 2,668
Gas, Power and Renewables 354 488 Rest of Europe 1,703 1,814
Refining and Marketing 872 3,673 USA 2,890 6,941
Chemicals 515 128 Rest of World 3,957 4,604
Other businesses and corporate (701) (523)
10,246 16,027 10,246 16,027
5 Exceptional items $ million
2002 2001
Exceptional items comprise profit (loss) on sale of fixed assets and businesses or termination of operations as follows:
Profit on sale of businesses or termination of operations — Group 195 182
Loss on sale of businesses or termination of operations — Group (228) (250)
(33) (68)
Profit on sale of fixed assets — Group 2,736 948
— Associated undertakings 2 -
Loss on sale of fixed assets — Group (1,537) (343)
— Associated undertakings - (2)
Exceptional items 1,168 535
Taxation credit (charge):
Sale of businesses or termination of operations 45 (100)
Sale of fixed assets (170) (270)
Exceptional items (net of tax) 1,043 165

Sale of businesses or termination of operations The profit on the sale of businesses in 2002 relates mainly to the disposal of the group’s
retail network in Cyprus and the UK contract energy management business. For 2001 the profit relates to the sale of the group’s interest in Vysis.

The loss on sale of businesses or termination of operations for 2002 represents the loss on disposal of the plastic fabrications business, the
loss on disposal of the former Burmah Castrol speciality chemicals business Fosroc Construction, the loss on withdrawal from solar thin film
manufacturing and the provision for the loss on divestment of the former Burmah Castrol speciality chemicals businesses Sericol and Fosroc
Mining. The loss during 2001 arose principally from the sale of the group’s Carbon Fibers business and the write-off of assets following the
closure or exit from certain chemicals activities.

Sale of fixed assets The major part of the profit on the sale of fixed assets during 2002 arises from the divestment of the group’s shareholding
in Ruhrgas. The other significant elements of the profit for the year are the gain on the redemption of certain preferred limited partnership
interests BP retained following the Altura Energy common interest disposal in 2000 in exchange for BP loan notes held by the partnership, the
profit on the sale of the group’s interest in the Colonial pipeline in the USA and the profit on the sale of a US downstream electronic payment
system. For 2001 the profit on the sale of fixed assets includes the profit from the divestment of the refineries at Mandan, North Dakota, and
Salt Lake City, Utah; the group’s interest in the Alliance and certain other pipeline systems in the USA; and BP's interest in the Kashagan
discovery in Kazakhstan.

The major element of the loss on sale of fixed assets relates to provisions for losses on sale of exploration and production properties in the UK
and USA announced in early 2003. For 2001 the loss on sale of fixed assets arose from a number of transactions.
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6 Distribution to shareholders pence per share cents per share $ million
2002 2001 2002 2001 2002 2001

Preference dividends (non-equity) 2 2
Dividends per ordinary share: First quarterly 4.051 3.665 5.75 5.25 1,290 1,178
Second quarterly 3.875 3.911 6.00 5.50 1,346 1,235

Third quarterly 3.897 3.805 6.00 5.50 1,340 1,232

Fourth quarterly 3.815 4.055 6.25 5.75 1,397 1,288

15.638 15.436 24.00 22.00 5,375 4,935

7 Earnings per ordinary share

The calculation of basic earnings per ordinary share is based on the profit attributable to ordinary shareholders, i.e. profit for the year less
preference dividends, related to the weighted average number of ordinary shares in issue during the year. The profit attributable to ordinary
shareholders is $6,843 million ($6,554 million). The average number of shares outstanding excludes the shares held by the Employee Share
Ownership Plans.

The calculation of diluted earnings per share is based on profit attributable to ordinary shareholders as for basic earnings per share. However,
the number of shares outstanding is adjusted to show the potential dilution if employee share options are converted into ordinary shares.

In addition to earnings per share based on the historical cost profit for the year, a further measure, based on replacement cost profit before
exceptional items, is provided as it is considered that this measure gives an indication of underlying performance.

8 Capital expenditure and acquisitions

$ million $ million
2002 2001 2002 2001

By business By geographical area
Exploration and Production 9,699 8,861 UK 1,637 2,128
Gas, Power and Renewables 408 492 Rest of Europe 6,556 1,787
Refining and Marketing 7,753 2,415 USA 6,095 6,160
Chemicals 823 1,926 Rest of World 4,823 4,049

Other businesses and corporate 428 430

19,111 14,124 19,111 14,124

Independent auditors’ statement

To the Members of BP p.l.c.

We have examined the group’s summary financial statement for the year ended 31 December 2002. This report is made solely to the company’s
members, as a body, in accordance with section 2571 of the Companies Act 1985. To the fullest extent required by law, we do not accept or
assume responsibility to anyone other than the company and the company’s members as a body, for our audit work, for this report or for the
opinions we have formed.

Respective responsibilities of directors and auditors

The directors are responsible for preparing Annual Report 2002 in accordance with applicable law. Our responsibility is to report to you our
opinion on the consistency of the summary financial statement within Annual Report 2002 with the full annual accounts, Directors’ Report
and Directors’ Remuneration Report and its compliance with the relevant requirements of section 251 of the Companies Act 1985 and the
regulations made thereunder. We also read the other information contained in Annual Report 2002 and consider the implications for our report
if we become aware of any apparent misstatements or material inconsistencies with the summary financial statement.

Basis of opinion
We conducted our work in accordance with Bulletin 1999/6 'The auditors’ statement on the summary financial statement’ issued by the Auditing
Practices Board for use in the United Kingdom.

Opinion

In our opinion the summary financial statement is consistent with the full annual accounts, Directors’ Report and Directors’ Remuneration Report
of BP p.l.c. for the year ended 31 December 2002 and complies with the applicable requirements of section 251 of the Companies Act 1985,
and the regulations made thereunder.

Ernst & Young LLP
Registered Auditor
London

11 February 2003

The auditors have issued an unqualified audit report on the annual accounts containing no statement under section 237 (2) or section 237 (3) of
the Companies Act 1985.
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United States accounting principles

The following is a summary of adjustments to profit for the year and to BP shareholders’ interest which would be required if generally accepted
accounting principles in the USA (US GAAP) had been applied instead of those generally accepted in the United Kingdom (UK GAAP). The results
are stated using the first-in first-out method of stock valuation.

$ million
2002 2001
Profit for the year 6,845 6,556
Deferred taxation/business combinations (315) (815)
Provisions 8 (182)
Impairment - (911)
Sale and leaseback 24 (36)
Goodwill 1,302 60
Derivative financial instruments 540 (313)
Gain arising on asset exchange (18) 157
Other 1 10
Profit for the year before cumulative effect of accounting change as adjusted to accord with US GAAP 8,397 4,526
Cumulative effect of accounting change:
Derivative financial instruments - (362)
Profit for the year as adjusted to accord with US GAAP 8,397 4,164
Dividend requirement on preference shares 2 2
Profit for the year applicable to ordinary shares as adjusted to accord with US GAAP 8,395 4,162
Per ordinary share - cents
Basic — before cumulative effect of accounting change 37.48 20.16
Cumulative effect of accounting change - (1.61)
37.48 18.55
Diluted — before cumulative effect of accounting change 37.30 20.04
Cumulative effect of accounting change - (1.60)
37.30 18.44
Per American depositary share? - cents
Basic — before cumulative effect of accounting change 224.88 120.96
Cumulative effect of accounting change - (9.66)
224.88 111.30
Diluted — before cumulative effect of accounting change 223.80 120.24
Cumulative effect of accounting change - (9.60)

223.80 110.64

$ million
2002 2001

BP shareholders’ interest 69,409 65,161
Deferred taxation/business combinations (78) 243
Provisions (1,088) (1,054)
Sale and leaseback (106) (134)
Goodwill (84) (1,414)
Derivative financial instruments (135) (675)
Gain arising on asset exchange 142 157
Ordinary shares held for future awards to employees (159) (266)
Dividends 1,398 1,288
Investments 34 (2)
Additional minimum pension liability (2,286) (942)
Other (48) (40)
BP shareholders’ interest as adjusted to accord with US GAAP 66,999 62,322

2 One American depositary share is equivalent to six 25 cent ordinary shares.
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Corporate governance

The board'’s governance policies regulate its relationship with
shareholders, the conduct of board affairs and its relationship with
the group chief executive. The policies recognize that the board has a
separate and unique role as the link in the chain of authority between
the shareholders and the group chief executive. In addition, they
acknowledge the dual role played by the group chief executive and
executive directors as both members of the board and leaders of the
executive management. The policies therefore require a majority of
the board to be composed of non-executive directors and delegate
all aspects of the relationship between the board and the group chief
executive to the non-executive directors. The policies also require
the chairman and deputy chairman to be non-executive directors;
throughout 2002 the posts were held by Mr Sutherland and

Sir lan Prosser respectively. Sir lan Prosser acts as the senior
independent non-executive director as required by the Combined
Code on Corporate Governance. Finally, the company secretary
reports to the non-executive chairman and is not part of the
executive management.

Relationship with shareholders

The policies emphasize the importance of the relationship between
the board and the shareholders. In them the board acknowledges
that its role is to represent and promote the interests of shareholders
and that it is accountable to shareholders for the performance and
activities of the group (including, for example, the system of internal
control and the review of its effectiveness). The board is required to
be proactive in obtaining an understanding of shareholder preferences
and to evaluate systematically the economic, social, environmental
and ethical matters that may influence or affect the interests of its
shareholders. These interests are represented and promoted by the
board through exercising its policy-making and monitoring functions.
As a result, shareholder interests lie at the heart of the goals
established by the board for the company.

The board is accountable to shareholders in a variety of ways.
Directors are required to stand for re-election every three years to
ensure that shareholders have a regular opportunity to reassess the
composition of the board. New directors are subject to election at
the first opportunity following their appointment. Names submitted
to shareholders for election in 2002 were accompanied by
biographical details.

The board makes use of a number of formal channels of
communication to account to shareholders for the performance of the
company. These include the Annual Report and Accounts, the Annual
Report on Form 20-F filed with the US Securities and Exchange
Commission, quarterly announcements made through stock
exchanges on which BP shares are listed and the annual general
meeting of shareholders. Given the size and geographical diversity of
BP’'s shareholder base, the opportunities for shareholder interaction at
the annual general meeting are limited. However, the chairman and all
board committee chairmen were present at the 2002 annual general
meeting to answer questions. All proxy votes at shareholder meetings
are counted since votes on all matters except procedural issues are
taken by way of a poll. BP has also pioneered the use of electronic
communications to facilitate the exercise of shareholder control rights.
Presentations given at appropriate intervals to representatives of the
investment community are available simultaneously to all shareholders
by live internet broadcast or open conference call.

Board process

The board has laid down rules for its own activities in a board process
policy that covers the conduct of members at meetings; the cycle

of board activities and the setting of agendas; the provision of
information to the board; board officers and their roles; board

committees, their tasks and composition; qualifications for board
membership and the process of the Nomination Committee;

the remuneration of non-executive directors; the appointment and
role of the company secretary; the process for directors to obtain
independent advice and the assessment of the board’s performance.
The board process policy places responsibility for implementation

of this policy, including training of directors, on the chairman.

The policy recognizes that the board’s capacity, as a group, is
limited. The board therefore reserves to itself the making of broad
policy decisions, delegating more detailed considerations involved
in meeting its stated requirements either to board committees and
officers (in the case of its own processes) or to the group chief
executive (in the case of the management of the company’s business
activity). The policy allocates the tasks of monitoring executive actions
and assessing reward to the following committees:

® Chairman’s Committee (all non-executive directors) — to review
the structure and effectiveness of the business organization;
succession planning for the executive directors and the most
senior executives; and to assess the overall performance of the
group chief executive. The committee met four times during 2002.

®  Audit Committee (4-6 non-executive directors)— to monitor all
reporting, accounting, control and financial aspects of the
executive management'’s activities. This includes systematic
monitoring and obtaining assurance that the legally required
standards of disclosure are being fully and fairly observed
and that the executive limitations relating to financial matters
are being observed. The committee keeps under review the
scope and results of audit work, its cost-effectiveness and the
independence and objectivity of the auditors. It requires the
auditors to rotate their lead audit partner every five years and
reviews non-audit assignments. Aside from its monitoring of
external audit work, the committee considers the internal audit
programme. The auditors’ lead partner and the BP general auditor
(head of internal audit) attend each meeting at the request of the
committee chairman. The committee met 10 times during 2002.

®  FEthics and Environment Assurance Committee (4-6 non-executive
directors) — to monitor the non-financial aspects of the executive
management’s activities. The auditors’ lead partner and the BP
general auditor (head of internal audit) attend each meeting at
the request of the committee chairman. The committee met
four times during 2002.

®  Remuneration Committee (4-6 non-executive directors) — to
determine performance contracts, targets and the structure
of the rewards for the group chief executive and the executive
directors and to monitor the policies being applied in remunerating
other senior executives. The committee met five times during
2002. The directors’ remuneration report appears on pages
30 to 39.

®  Nomination Committee (the chairman, group chief executive
and three non-executive directors selected from time to time
as required) — to identify, evaluate and recommend candidates
for appointment or reappointment as directors and as company
secretary. The committee met once during 2002.

The qualification for board membership includes a requirement
that non-executive directors be free from any relationship with the
executive management of the company that could materially interfere
with the exercise of their independent judgement. In the board's view,
all non-executive directors fulfil this requirement. The board met nine
times during 2002, six times in the UK, twice in the USA and once in
Europe for a two-day strategy discussion. Committee meetings are
held in conjunction with board meetings whenever possible.



In carrying out its work, the board has to exercise judgement
about how best to further the interests of shareholders. Given the
uncertainties inherent in the future of business activity, the board
seeks to maximize the expected value of the shareholders’ interest
in the company, not to eliminate the possibility of any adverse
outcomes for shareholders.

Board/Executive relationship

The board/executive relationship policy sets out how the board
delegates authority to the group chief executive and the extent of that
authority. In its goals policy, the board states the long-term outcome
it expects the group chief executive to deliver. The restrictions on the
manner in which the group chief executive may achieve the required
results are set out in the executive limitations policy, which addresses
ethics, health, safety, the environment, financial distress, internal
control, risk preferences, treatment of employees and political
considerations. On all these matters, the board’s role is to set general
policy and to monitor the implementation of that policy by the group
chief executive.

The group chief executive explains how he intends to deliver the
required outcome in annual and medium-term plans, the former of
which include a comprehensive assessment of the risks to delivery.
Progress towards the expected outcome is set out in a monthly report
that covers actual results and a forecast of results for the current year.
This report is reviewed at each board meeting.

The board/executive relationship policy also sets out how the
group chief executive's performance will be monitored and recognizes
that, in the multitude of changing circumstances, judgement is always
involved. The group chief executive is obliged through dialogue and
systematic review to discuss with the board all material matters
currently or prospectively affecting the company and its performance
and all strategic projects or developments. This specifically includes
any materially underperforming business activities and actions
that breach the executive limitations policy. It also includes social,
environmental and ethical considerations. This dialogue is a key feature
of the board/executive relationship. Between board meetings the
chairman has responsibility for ensuring the integrity and effectiveness
of the board/executive relationship. The systems set out in the
board/executive relationship policy are designed to manage, rather
than to eliminate, the risk of failure to achieve the board goals policy
or observe the executive limitations policy. They provide reasonable,
not absolute, assurance against material misstatement or loss.

Combined Code compliance and internal control review

BP complied throughout 2002 with the provisions of Section 1 of

the Combined Code Principles of Good Governance, except in the
following aspect. Not all the members of the Nomination Committee
are identified in this report since three of its members are selected
from among the non-executive directors when a meeting is arranged.
Leaving part of the committee membership unspecified allows

the board to manage the potential for conflicts of interest in the
committee’s work.

The board'’s governance policies include a process for the board to
review regularly the effectiveness of the system of internal control as
required by Code provision D.2.1. As part of this process, the board,
the Audit Committee and the Ethics and Environment Assurance
Committee requested, received and reviewed reports from executive
management and the management of the principal businesses at their
regular meetings. That enabled them to assess the effectiveness of
the system of internal control in operation for managing significant
risks throughout the year. These risks included those areas identified
in the Disclosure Guidelines on Socially Responsible Investment
issued by the Association of British Insurers. An explanation of how

BP 2002 Corporate governance 29

certain of these risks are identified and managed in the course of the
company’s business is included in the ‘Dealing with risks’ section on
page 20 of this report.

The executive management presented a report to the November
meetings of both the Audit Committee and the Ethics and
Environment Assurance Committee to support the board in its annual
assessment of internal control. The report identified and evaluated
significant risks and described the executive management'’s assurance
process. It also described the changes since the last annual
assessment in the nature and potential impact of significant risks and
the continuing development of the internal control systems in place to
manage them. Significant incidents that occurred during the year and
management'’s response to them were also described. The report also
included an assessment of future potentially significant risks.

In the board'’s view, the information it received was sufficient
to enable it to review the effectiveness of the company’s system
of internal control in accordance with the Guidance for Directors
on Internal Control (Turnbull).

Directors’ interests
in BP ordinary shares or calculated equivalents

At 1Jan 2002  Change from

oron 31 Dec 2002-
At 31 Dec 2002 appointment 11 Feb 2003

Current directors (excluding those appointed in 2003)
The Lord Browne of Madingley 1,681,652a2 1,392,184a -
J H Bryan 98,760b 98,760p -
R F Chase 810,826 794,745 186
E B Davis, Jr 63,814b 62,695b -
Dr B E Grote 722,562b 595,845b -
Dr D S Julius 2,000 2,000 -
C F Knight 92,238b 30,247b -
F A Maljers 33,492b 33,492b -
Dr W E Massey 48,232b 47,378b -
H M P Miles 22,145 9,445 -
Sir Robin Nicholson 3,758 3,643 -
R L Olver 738,563 585,852 2,573
Sir lan Prosser 2,826 2,826 -
P D Sutherland 7,079 7,079 -
M H Wilson 43,200p 43,200p -

At retirement® At 1 Jan 2002

Directors leaving the board in 2002

DrJ G S Buchanan 890,409 723,149
W D Ford 435,607P 333,139b
Sir Robert Wilson 5,478 5,478

Change from

On appointment 1 Feb 2003-
on 1 Feb 2003 11 Feb 2003

Directors appointed in 2003
Dr D C Allen 306,5654 -
Dr A B Hayward 91,777 96
J A Manzoni 95,552 99

@ |ncludes 50,368 shares held as ADSs throughout 2002.

b Held as ADSs.

€ At retirement on 21 November 2002, 31 March 2002 and 18 April 2002 respectively.
dIncludes 25,368 shares held as ADSs.

In disclosing the above interests to the company under the Companies Act 1985,
directors did not distinguish their beneficial and non-beneficial interests.

Executive directors are also deemed to have an interest in such shares of the
company held from time to time by BP QUEST Company Limited and The BP
Employee Share Ownership Plan (No. 2) to facilitate the operation of the company’s
option schemes.

No director has any interest in the preference shares or debentures of the company,
or in the shares or loan stock of any subsidiary company.
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Directors’ remuneration report

The directors’ remuneration report this year has a new format
that is designed to comply with requirements introduced by the
Directors’ Remuneration Report Regulations 2002. The report
covers all directors, both executive and non-executive.

The report, which is set out on pages 30 to 39, is divided into
two parts. Each part contains a section that is subject to audit.
Executive directors’ remuneration is in the first part, which was

Part 1 — Executive directors’ remuneration

Dear Shareholder

prepared by the remuneration committee. Non-executive directors’
remuneration is in the second part, which was prepared by the
company secretary on behalf of the board.

The report has been approved by the board and signed on its
behalf by the company secretary. This report is subject to the approval
of shareholders at the annual general meeting.

The remuneration committee places high value on the independence both of its decision-making processes and
of the advice it receives. Throughout a sometimes challenging year, this independence has enabled the committee
to take decisions on executive director remuneration that properly align directors’ remuneration with the interests
of shareholders while also meeting the imperative of retaining and engaging the world-class executive talent we

are fortunate to have leading our company.

Our commitment to link pay to performance continues. In 2002, the company produced strong results in
many areas of the business, balanced by a few disappointments. As you will see, the rating for the annual bonus
for 2002, which assesses the full breadth of performance during the year, is some 11% lower than last year,
reflecting good, but less favourable, overall performance this year. The expected award of shares under the
Long Term Performance Plan for the period 2000-2002 is less than half last year’s award.

Our approach to policy for 2003 will continue to be as for the past several years and will be underpinned
by regular monitoring of remuneration policies and levels at competitor companies in Europe and the USA.

The Executive Directors’ Incentive Plan, which was approved by shareholders in April 2000, continues to be
competitive and will again be used as last year. Details of this plan are explained on pages 32 and 33.

In 2003, the committee will continue to review the remuneration plans that apply to executive directors
to ensure they meet the dual needs of alignment with shareholders’ interests and of the retention and
engagement of our executives. Consistent with our well-established policy of transparency, any significant
changes we feel are warranted will be brought to shareholders for approval at a future annual general meeting.

Full details of the 2002 remuneration of executive directors and all other information about executive
directors required under the Directors’ Remuneration Report Regulations 2002 are contained in the committee’s

report below.

ﬂi_ N

Sir Robin Nicholson
Chairman, Remuneration Committee
11 February 2003

This report sets out the company’s policy on executive directors’
remuneration for 2003 and, so far as practicable, for subsequent
years. The inclusion in the report of remuneration policy in respect of
years after 2003 is required by the legislation under which this report
is prepared.
The remuneration committee is able to state its remuneration

policy for 2003 with reasonable certainty, but is less certain that this
policy will continue without amendment in subsequent years. This is

because the committee considers that a successful remuneration
policy needs to be sufficiently flexible to take account of future
changes in BP's business environment and in remuneration practice.
Any changes in policy for years after 2003 will be described in future
directors’ remuneration reports, which will continue to be subject

to shareholder approval. All statements in this report in relation to
remuneration policy for years after 2003 should be read in the light
of this paragraph.



The remuneration committee
Tasks
The committee’s tasks as set out in the board governance policies are:

® To determine on behalf of the board the terms of engagement
and remuneration of the group chief executive and the executive
directors and to report on those to the shareholders.

® To determine on behalf of the board matters of policy over
which the company has authority relating to the establishment
or operation of the company’s pension scheme of which the
executive directors are members.

® To nominate on behalf of the board any trustees (or directors
of corporate trustees) of such scheme.

® To monitor the policies being applied by the group chief executive
in remunerating senior executives other than executive directors.

Constitution and operation
The committee members are all non-executive directors. The
membership throughout 2002 was: Sir Robin Nicholson (chairman),
Mr Davis, Dr Julius, Mr Knight and Sir lan Prosser. Like other
directors, each member of the committee is subject to re-election
every three years. They have no personal financial interest, other than
as shareholders, in the committee’s decisions. They have no conflicts
of interest arising from cross-directorships with the executive
directors nor from being involved in the day-to-day business of the
company. The committee met five times in the period under review.
In its constitution and operation the committee complies with
the Combined Code on Corporate Governance. It is accountable
to shareholders through its annual report on executive directors’
remuneration. The committee will consider the outcome of the vote
on the remuneration report, and the views of investors will be taken
into account by the committee in its future decisions.

Advice

Advice is provided to the committee by the company secretary’s
office, which is independent of executive management and reports
to the non-executive chairman. Mr Gerrit Aronson, who is an
independent consultant within the company secretary’s office, was
appointed in 2000 by the committee as its secretary and special
adviser. He does not provide any other services to the group.

The committee, in consultation with Mr Aronson and the company
secretary, also appoints external professional advisers to provide
specialist advice and services on particular remuneration matters.
This allows for a range of external independent opinion to be sourced
by the committee. This advice is then subject to an independent
review by Mr Aronson. The committee assesses the advice it
receives, applying its own judgement. Procedures to ensure the
independence of advice are subject to annual review.

During 2002, the following people provided advice or services
on specific matters to the committee that materially assisted it
in its consideration of matters relating to executive directors’
remuneration:

® Mr Sutherland (chairman); Lord Browne (group chief executive),
who was consulted on matters relating to the other executive
directors who report to him and on matters relating to the
performance of the company. He was not present when matters
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affecting his own remuneration were considered; Mr lain Macdonald
(group vice president, planning, performance management and
control, for the company), who provided to the committee some
of the company's calculations for the performance-related pay
which were then subject to independent verification by Ernst
& Young as auditors; Mr Aronson; Miss Hanratty (company
secretary); and Mrs Sarah Martin (senior counsel, company
secretary’s office). Only Mr Aronson among those above was
appointed by the committee.

®  Towers Perrin who, during 2002, have been the committee’s
principal advisers on matters of executive directors’ remuneration
and who also provided some ad hoc remuneration and benefits
advice to parts of the group, mainly comprising pensions advice
in Canada; Kepler Associates, who advised on the selection of the
shareholder return against the market performance benchmark
for the Executive Directors' Incentive Plan and tracked BP’s
performance against this benchmark (they provided a similar
service in relation to the Long Term Performance Plan for senior
executives); Freshfields Bruckhaus Deringer, Allen & Overy and
Martin Moore, QC, all of whom provided legal advice on specific
matters to the committee and who provide ad hoc legal advice to
the group; and Ernst & Young in their capacity as auditors, who
reviewed and reported to the committee on the calculations of
BP’s performance in respect of financial targets that form the
basis for performance-related pay for the executive directors, and
who also provide audit, audit-related and taxation services to the
group. All the above were appointed separately by the committee
or the secretary to the committee to provide the advice or
services that it sought, except for Kepler Associates, who were
appointed by the group chief executive and subsequently provided
information to the remuneration committee.

Policy on executive directors’ remuneration

Main principles

The remuneration committee's reward policy reflects its obligation

to align executive directors’ remuneration with shareholders' interests
and to engage world-class executive talent for the benefit of the
group. The main principles of the policy are:

® Total rewards should be set at appropriate levels to reflect
the competitive global market in which BP operates.

® The majority of the total reward should be linked to the
achievement of demanding performance targets.

® Executive directors’ incentives should be aligned with the
interests of ordinary shareholders. This is achieved through setting
performance targets that are based on measures of shareholders’
interests and through the committee’s policy that each executive
director should hold a significant shareholding in the company,
currently equivalent to 5 x the director’s base salary.

® The performance targets in the Executive Directors’ Incentive Plan
should encompass demanding comparisons of BP’s shareholder
returns and earnings with those of other companies in its own
industry and in the broader marketplace.

® The wider scene, including pay and employment conditions
elsewhere in the group, should be taken into account, especially
when determining annual salary increases.
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Elements of remuneration

The executive directors’ total remuneration consists of salary, annual
bonus, long-term incentives, pensions and other benefits. This reward
structure is regularly reviewed by the committee to ensure that it

is achieving its objectives. In 2003, over three-quarters of executive
directors’ potential direct remuneration will again be performance-
related (see illustrative chart below). It is intended that this balance
of elements should continue.

M base salary
performance-related annual bonus

W performance-related long-term incentives
include a share element and options

The above elements are valued at on-target
basis.

Salary

Each executive director receives a fixed sum payable monthly in cash.
The committee expects to review salaries later in 2003 in line with
global markets. The appropriate survey groups are defined and
analysed by external remuneration advisers.

Annual bonus

Each executive director is eligible to participate in an annual
performance-based bonus scheme. The remuneration committee
reviews and sets bonus targets and levels of eligibility annually.

The target level is 100% of base salary (except for Lord Browne,

for whom, as group chief executive, it is considered appropriate to
have a target of 110%). There is a stretch level of 1560% of base salary
for substantially exceeding targets. Executive directors’ annual bonus
awards for 2003 will again be based on a mix of demanding financial
targets and other leadership objectives, established at the beginning
of the year. In addition to business performance, they cover areas
such as people, safety, environment and organization.

Long-term incentives

Long-term incentives are provided under the Executive Directors’
Incentive Plan (EDIP), which was approved by shareholders in April
2000. It has three elements: a share element, a share option element
and a cash element. Each executive director participates in this plan.
The committee’s policy, subject to unforeseen circumstances, is that
this should continue until the plan expires or is renewed in 2005.
The committee’s policy for 2003 is to continue to use only the share
element and the share option element. The committee’s policy that
each executive director should hold shares equivalent to 5 x the
director’s base salary is reflected in the terms of the plan.

The performance conditions in the share element and share
option element of the EDIP were selected to ensure that executive
directors’ long-term remuneration under the EDIP is appropriately
balanced between elements testing BP's performance against
that of competitors in the oil industry and elements testing BP's
performance against that of the leading global companies.

1. Share element

The share element permits the remuneration committee to grant
‘performance units' to executive directors, which may result in an
award of shares (without payment by the directors) at the end of a
three-year performance period if demanding performance conditions
are met. The maximum number of shares that may be awarded for
each performance unit is two.

Shares awarded are then held in trust for three years before
they are released to the individual. This gives the executive directors
a six-year incentive structure, and ensures their interests are aligned
with those of shareholders.

Timeline for 2003-2005 EDIP share element

Performance period Retention period

- - =
>

‘ Grant ‘ Release

2003 2009

Award

2004 2005 2006 2007 2008

The share element compares BP's performance against the oil and
gas sector over three years on a rolling basis. This is assessed in terms
of a three-year total shareholder return against the market (SHRAM),
return on average capital employed (ROACE) and earnings per share
growth, based on pro forma results adjusted for special items (EPS).
SHRAM is the primary measure, accounting for nearly two-thirds of the
potential total award. All calculations are reviewed by the auditors to
ensure that they meet an independent objective standard. The relative
position of the company within the comparator group determines the
number of shares awarded per performance unit.

For the 2001-2003 plan, BP’s three-year SHRAM is measured
against the other oil majors: ExxonMobil, Shell, TotalFinaElf and
ChevronTexaco. Due to the reduced number of oil majors, for the
2002-2004 and 2003-2005 plans BP's three-year SHRAM is measured
against the companies in the FTSE All World Oil & Gas Index.
Companies within the index are weighted according to their market
capitalization at the beginning of each three-year period in order to
give greatest emphasis to oil majors.

The committee reviews and approves annually the performance
measures and the comparator companies. The policy for 2003 and
for the foreseeable future is to continue with the SHRAM measure
adopted by the committee in relation to the 2002-2004 and
2003-2005 plans.

BP’s ROACE and EPS for all the plans since April 2001 are,
and for the foreseeable future will be, measured against ExxonMobil,
Shell, TotalFinaElf and ChevronTexaco.

2. Share option element

The share option element of the EDIP is designed to reflect BP's
performance relative to a wider selection of global companies. It

has a disclosed three-year pre-grant performance requirement that
differentiates it from traditional share option schemes. Under this
element, options may be granted to executive directors at an exercise
price no lower than the market value (as determined in accordance



with the plan rules) of a share at the date the option is granted.
Reflecting the pre-grant performance requirement, options vest over
three years after grant (one-third each after one, two and three years
respectively). They have a life of seven years after grant.

In accordance with the framework approved by shareholders
in 2000, it is the committee’s policy to continue exercising its
judgement to decide the number of options to be granted to each
executive director, taking into account BP’s total shareholder return
(TSR) compared with the TSR for the FTSE Global 100 group of
companies over the three years preceding the grant. The committee
will not grant options in any year unless the criteria for an award of
shares under the share element have been met. These methods of
calculation were chosen to enable the committee to take into account
not only the TSR position but also the underlying health of the
business and the competitive marketplace.

Following grant, the options are not subject to any performance
conditions. The remuneration committee favours this approach for
two main reasons. First, it has the effect of treating share options as
a reward both for past performance (because BP’s ranking within a
comparator group will have been taken into account in determining
the number of shares under option) and as an incentive for future
performance (because the participant’s gain under the option will
depend on share price growth after the grant under the option).
Second, BP operates internationally and the application of a
performance condition after grant is not a feature of option schemes
operated by major international companies based outside the UK.

3. Cash element

The cash element allows the remuneration committee to grant cash
rather than share-based incentives in exceptional circumstances. This
element was not used in 2002, and the committee has no present
intention to use it in 2003.

Other benefits

® Pension — executive directors are eligible to participate in the
appropriate pension schemes applying in their home countries
as described on page 37.

® Benefits and other share schemes — executive directors are
eligible to participate in regular employee benefit plans and in
all-employee share schemes and savings plans applying in their
home countries. Benefits in kind are not pensionable.

® Resettlement allowance — expatriates may receive a resettlement
allowance for a limited period.

New appointees

Dr Allen, Dr Hayward and Mr Manzoni were appointed executive
directors on 1 February 2003, each on a base salary of £400,000

per annum. They are subject to the committee’s policy on executive
directors’ remuneration, as described above. As such, they will be
eligible to participate in the annual bonus scheme and EDIP described
above on a similar basis to the other executive directors.
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Service contracts

Policy

The committee’s policy on executive directors’ service contracts is

for them to contain a maximum notice period of one year. To reflect
current market practice, Lord Browne has agreed to reduce the notice
period in his contract to one year and it has been amended to reflect
this. All executive directors’ service contracts now either expire this
year or can be terminated on one year’s notice.

Each service contract expires at the respective normal retirement
date of the director but is subject to earlier termination for cause
or if notice is given under the contract.

The contracts are designed to allow for flexibility to deal with
each case on its own particular merits in accordance with the law and
policy as they have developed at the relevant time. With effect from
January 2003, the committee will include a provision in new service
contracts to allow for severance payments to be phased where
appropriate to do so. It will also consider mitigation to reduce
compensation to a departing director where appropriate to do so.

A large proportion of each executive director’s total remuneration is
linked to performance and therefore will not be payable to the extent
that the relevant targets are not met.

Specific contracts

Lord Browne's service contract with the company is dated

11 November 1993. It can be terminated by the company or by
Lord Browne by one year's notice.

Dr Buchanan's service contract with the company is dated
21 October 1998 and expires at his normal retirement date in
June 2003.

Mr Chase's service contract with the company is dated
30 November 1993 and expires at his normal retirement date
in May 2003.

Dr Grote's service contract with BP Exploration (Alaska) Inc.
is dated 7 August 2000. It can be terminated by that company
or by Dr Grote by one year’s notice. He is seconded to BP p.l.c.
under a secondment agreement that is dated 7 August 2000. At
31 December 2002, this secondment agreement had an unexpired
term of five years. The secondment may be terminated by one
month’s notice by either party and terminates automatically on the
termination of Dr Grote's service contract.

Mr Olver’s service contract with the company is dated
31 December 1997. It can be terminated by the company or by
Mr Olver by one year's notice. The company may also terminate
the contract at any time with immediate effect on payment in lieu
of notice equivalent to one year’s salary or the amount of salary that
would have been paid if the contract had terminated on the expiry of
the remainder of the notice period.

There are no other provisions for compensation payable on early
termination of the above contracts. In the event of early termination
under any of the above contracts by the company other than for cause
(or under a specific termination payment provision), the relevant
director’s then current salary and contractual benefits would be taken
into account in calculating any liability of the company. The principal
contractual benefits provided in addition to salary are the provision of
a car or car allowance, pension and life insurance. Annual bonuses
and long-term incentives are non-contractual and are dealt with in
accordance with the rules of the relevant schemes.

Details in relation to Mr Ford's contract are included on page 37.
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Historical TSR performance

Growth in the value of a hypothetical £100 holding in BP p.l.c. ordinary £
shares over five years
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This graph is included to meet the new requirement to show the
growth in the value of a hypothetical £100 holding in BP p.l.c. ordinary
shares over five years relative to a broad equity market index. The
FTSE All World Oil & Gas Index was considered by the remuneration
committee to be the most relevant index for this purpose as it relates
directly to BP's sector.

Summary of 2002 remuneration

Annual remuneration Long Term Performance Plan (LTPP) Grants under EDIP
2000-2002 LTPP 1999-2001 LTPP 2002-2004  Share option
2002 annual (awarded in Feb 2003) (awarded in Feb 2002) | share element element
performance Other 2002 2001 Expected Actual (granted in Feb 2002)
Salary bonus benefits total total award®  ValueP award Value® (performance
‘000 ‘000 ‘000 ‘000 ‘000 (shares) ‘000 (shares) ‘000 units) (options)®
The Lord Browne $1,926 $2,543 $78 $4,547 $4,373 224,000 $1,324 472,500 $3,875 475,556 1,348,032
of Madingley £1,284 £71,695 £52 £3,031 £3,037 £883 £2,691
R F Chase $960 $1,152 $47 $2,159 $2,042 139,200 $823 315,000 $2,583 272,031 -
£640 £768 £32 £1,440 £1,418 £548 £1,794
Dr B E Grote $713 $856 $302f $1,871 $1,864 68,000 $402 175,000 $1,436 182,613 349,038
£475 £570 £202 £1,247 £1,294 £268 £997
R L Olver $795 $954 $56 $1,805 $1,717 117,600 $695 252,000 $2,066 196,296 370,956
£530 £636 £37 £1,203 £1,192 £463 £1,435
Directors leaving the board in 20029
DrJ G S Buchanan $715 $787 $26 $1,528 $1,656 123,200 $728 280,000 $2,297 221,026 -
£477 £524 £17 £1,018 £1,150 £485 £1,5695
W D Ford $180 $180 $148f $508 $2,188 105,600 $624 175,000 $1,436 = =
£120 £120 £99 3680 £1,619 £416 15097

The table above represents remuneration received by executive directors in the 2002 financial year, with the exception of the 2002 annual bonus which was earned in 2002 but
paid in 2003. Amounts are shown in both US dollars and pounds sterling and are converted at the rate of £1 = $1.44 for 2001 and £1 = $1.50 for 2002. Lord Browne, Mr Chase,
Mr Olver and Dr Buchanan received their remuneration in pounds sterling; Dr Grote and Mr Ford in US dollars.

@ Gross award of shares based on a performance assessment by the remuneration committee and on the other terms of the plan. Sufficient shares are sold to pay for tax
applicable. Remaining shares are held in trust until 2006 when they are released to the individual.

b Based on closing price of BP shares on 11 February 2003 (£3.94/$5.91 at £1 = $1.50).
€ Based on average market price on date of award (£5.695/$8.20 at £1 = $1.44).

d Performance units granted under the 2002-2004 share element of the EDIP are converted to shares at the end of the performance period. Maximum of two shares per

performance unit.

€ Options granted in February 2002 have a grant price of £5.715 per share. Dr Grote holds options over ADSs; the above numbers and prices reflect calculated equivalents.
fincludes resettlement allowances for Dr Grote and Mr Ford of $300,000 and $110,000 respectively.
9 Amounts for Dr Buchanan and Mr Ford reflect the eleven months and three months respectively that they were directors in 2002.

Salary

In January 2002 base salaries for executive directors were increased
by less than 10% per annum. Base salaries have recently been
increased by 5% per annum both for Dr Grote on his promotion to
chief financial officer and for Mr Olver on his promotion to deputy
group chief executive.

Annual bonus

The annual bonus awards for 2002 are based on a mix of financial
targets and leadership objectives established at the beginning of the
year. Assessment of all the targets resulted in a target performance
of 120 points out of a maximum of 150, which is some 11% lower
than the 135 points last year. The resulting bonus awards are shown
in the summary table above. All calculations in relation to the annual
bonus have been reviewed by the auditors.
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Share options

Market price Date from
Option at date of which first
Option type At 1 Jan 2002 Granted Exercised At 31 Dec 2002 price exercise exercisable Expiry date
The Lord Browne SAYE 5,968 - 5,968 - £2.89 £4.52 1 Sept 2002 28 Feb 2003
of Madingley SAYE - 3,661 - 3,661 £4.52 - 1 Sept 2007 28 Feb 2008
EDIP 408,522 - - 408,522 £5.99 - 15 May 2001 15 May 2007
EDIP 1,269,843 - - 1,269,843 £5.67 - 19 Feb 2002 19 Feb 2008
EDIP - 1,348,032 - 1,348,032 £5.72 - 18 Feb 2003 18 Feb 2009
R F Chase SAYE 3,388 - - 3,388 £4.98 - 1 Sept 2005 28 Feb 2006
EDIP 85,215 - - 85,215 £5.99 - 15 May 2001 15 May 2007
EDIP 312,171 - - 312,171 £5.67 - 19 Feb 2002 19 Feb 2008
Dr B E Grote?@ SAR 40,000 - - 40,000 $13.63 - 23 Mar 1996 23 Mar 2003
SAR 40,800 - - 40,800 $16.63 - 25 Mar 1997 25 Mar 2004
SAR 35,600 - - 35,600 $19.16 - 28 Feb 1998 28 Feb 2005
SAR 35,200 - - 35,200 $25.27 - 6 Mar 1999 6 Mar 2006
SAR 40,000 - - 40,000 $33.34 - 28 Feb 2000 28 Feb 2007
BPA 10,404 - - 10,404 $53.90 - 15 Mar 2000 14 Mar 2009
BPA 12,600 - - 12,600 $48.94 - 28 Mar 2001 27 Mar 2010
EDIP 40,182 - - 40,182 $49.65 - 19 Feb 2002 19 Feb 2008
EDIP - 58,173 - 58,173 $48.82 - 18 Feb 2003 18 Feb 2009
R L Olver SAYE 2,386 - - 2,386 £2.89 - 1 Sept 2002 28 Feb 2003
SAYE 1,137 - - 1,137 £5.11 - 1 Sept 2004 28 Feb 2005
SAYE - 840 - 840 £4.52 - 1 Sept 2005 28 Feb 2006
EDIP 71,847 - - 71,847 £5.99 - 15 May 2001 15 May 2007
EDIP 260,319 - - 260,319 £5.67 - 19 Feb 2002 19 Feb 2008
EDIP - 370,956 - 370,956 £5.72 - 18 Feb 2003 18 Feb 2009
Directors leaving the board in 2002
DrJ G S Buchananb SAYE 1,856 - - 1,856 £3.71 - 1 Sept 2003 28 Feb 2004
SAYE 750 - - 750 £4.49 - 1 Sept 2004 28 Feb 2005
SAYE 1,320 - - 1,320 £5.11 - 1 Sept 2006 28 Feb 2007
EDIP 75,189 - - 75,189 £5.99 - 15 May 2001 15 May 2007
EDIP 253,971 - - 253,971 £5.67 - 19 Feb 2002 19 Feb 2008
W D Forda- ¢ NRSO 105,866 - - 105,866 $20.80 - 22 Mar 1995 22 Mar 2004
NRSO 119,100 - - 119,100 $23.69 - 28 Mar 1996 28 Mar 2005
NRSO 132,332 - - 132,332 $27.68 - 26 Mar 1997 26 Mar 2006
NRSO 132,332 - - 132,332 $34.08 - 25 Mar 1998 25 Mar 2007
NRSO 132,332 - - 132,332 $32.92 - 24 Mar 1999 24 Mar 2008
BPA 54,712 - - 54,712 $53.90 - 15 Mar 2000 14 Mar 2009
BPA 38,750 - - 38,750 $48.94 - 28 Mar 2001 27 Mar 2010
EDIP 43,506 - - 43,506 $49.65 - 19 Feb 2002 19 Feb 2008

The closing market prices of an ordinary share and of an ADS on 31 December 2002 were £4.27 and $40.65 respectively. During 2002, the highest market prices were £6.25 and
$53.88 respectively, and the lowest market prices were £3.93 and $36.78 respectively.

EDIP = Executive Directors’ Incentive Plan adopted by shareholders in April 2000 as described on pages 32-33. The awards are made taking into consideration the ranking of
the company’s TSR against the TSR of the FTSE Global 100 group of companies over the three-year period prior to the grant. As noted in last year's report, for directors who retire
after 1 January 2002, options that are vested at a director’s retirement will now be preserved until the normal lapse date (the seventh anniversary of grant).
BPA = BP Amoco share option plan, which applied to US executive directors prior to the adoption of the EDIP
NRSO = Amoco Non-Restricted Stock Option Plan, which applied to Mr Ford as an employee of Amoco.

SAR = Stock Appreciation Rights under BP America Inc. Share Appreciation Plan.

In keeping with the US market practice, none of the options under the BPA, NRSO and SAR is subject to performance conditions because they were granted under American
plans to the relevant individuals and the NRSO options were awarded prior to Amoco’s merger with BP.
SAYE = Save As You Earn employee share option scheme. These options are not subject to performance conditions because this is an all-employee share scheme governed

by specific tax legislation.

a Numbers shown are ADSs under option. One ADS is equivalent to six ordinary shares.
bon leaving the board of BP p.l.c. on 21 November 2002.
€ On leaving the board of BP p.l.c. on 31 March 2002.
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Long Term Performance Plans (LTPPs) and share element of EDIP
Under the Long Term Performance Plans and the share element of
the EDIR performance units are granted at the beginning of the period
and converted into an award of shares at the end of the three-year
period, depending on performance. There is a maximum of two shares
per performance unit.

Since the adoption of the EDIP in April 2000, the executive
directors have ceased to be eligible for grants under the BP share
option plan and the LTPPs. However, they were not required to
relinquish rights under those plans that had already been granted prior
to April 2000 (including performance units under the LTPPs that have
yet to mature into share awards).

The last of these LTPP rights under the 1999-2001 and 2000-2002
plans matured or mature into share awards in February 2002 and
2003 respectively.

For the 2000-2002 LTPP, BP's performance was assessed in
terms of SHRAM, ROACE and EPS growth — each relative to that of
ExxonMobil, Shell, TotalFinaElf, ChevronTexaco, ENI and Repsol-YPF.

BP's SHRAM came in at sixth place among the comparator
group, fourth place on EPS growth and first place on ROACE.

Based on a performance assessment of 80 points out of 200,
the remuneration committee expects to make awards of shares
to executive directors as highlighted in the 2000-2002 lines of the
table below.

The table also sets out information in compliance with new
legal requirements introduced under the Directors’ Remuneration
Report Regulations 2002. For the purpose of these regulations,
performance units are scheme interests.

Long Term Performance Plans (LTPPs) and share element of EDIP

LTPP/Share element interests

Interests vested in 2002

Market price
of each share

at date of Market price
Date of grant of Performance unitsP Number of each share
grant of performance of ordinary at share
Performance performance units At 1 Jan Granted At 31 shares Share award award date
period? units £ 2002 2002 Dec 2002 awarded® date

The Lord Browne 1999-2001 11 Mar 1999 5.11 270,000 - - 472,500 19 Feb 2002 5.70
of Madingley 2000-2002 23 Feb 2000 4.59 280,000 - 280,000 224,000 expected award Feb 2003
2001-2003 19 Feb 2001 5.80 415,000 - 415,000 - - -
2002-2004 18 Feb 2002 5.73 - 475,556 475,556 - - -
R F Chase 1999-2001 11 Mar 1999 5.1 180,000 - - 315,000 19 Feb 2002 5.70
2000-2002 23 Feb 2000 4.59 174,000 - 174,000 139,200 expected award Feb 2003
2001-2003 19 Feb 2001 5.80 205,000 - 205,000 - - -
2002-2004 18 Feb 2002 5.73 - 237,037 237,037 - - -
2002-2004 13 Mar 2002 6.17 - 34,994 34,994 - - -
Dr B E Grote 1999-2001 11 Mar 1999 5.1 100,000 - - 175,000 19 Feb 2002 5.70
2000-2002 23 Feb 2000 4.59 85,000 - 85,000 68,000 expected award Feb 2003
2001-2003 19 Feb 2001 5.80 155,000 - 155,000 - - -
2002-2004 18 Feb 2002 5.73 - 182,613 182,613 - - -
R L Olver 1999-2001 11 Mar 1999 5.1 144,000 - - 252,000 19 Feb 2002 5.70
2000-2002 23 Feb 2000 4.59 147,000 - 147,000 117,600 expected award Feb 2003
2001-2003 19 Feb 2001 5.80 170,000 - 170,000 - - -
2002-2004 18 Feb 2002 5.73 - 196,296 196,296 - - -

Directors leaving the board in 2002
DrJ G S Buchanan 1998-2000 5 Feb 1998 4.05 159,900d - - - - -
1999-2001 11 Mar 1999 5.1 160,000 - - 280,000 19 Feb 2002 5.70
2000-2002 23 Feb 2000 4.59 154,000 - 154,000¢ 123,200 expected award Feb 2003
2001-2003 19 Feb 2001 5.80 165,000 - 165,000¢ - - -
2002-2004 18 Feb 2002 5.73 - 192,693 192,5693¢€ - - -
2002-2004 13 Mar 2002 6.17 - 28,433 28,433¢€ - - -
W D Ford 1999-2001 11 Mar 1999 5.1 100,000 - - 175,000 19 Feb 2002 5.70
2000-2002 23 Feb 2000 4.59 132,000 - 132,000f 105,600 expected award Feb 2003
2001-2003 19 Feb 2001 5.80 170,000 - 170,000f - - -

Former director

Dr C S Gibson-Smith  1999-2001 11 Mar 1999 5.1 144,000 - - 252,000 19 Feb 2002 5.70
2000-2002 23 Feb 2000 4.59 140,000 - 140,000 112,000 expected award Feb 2003

a For performance periods up to 2000-2002, performance units were granted under the LTPPs. Thereafter they were granted under the EDIP as explained on pages 32-33.
Each performance period ends on 31 December of the third year.

b Represents number of performance units, each having a maximum potential of two shares depending on performance.

€ Represents awards of shares made or expected to be made at the end of the relevant performance period based on performance achieved under rules of the plan. BP's
performance is assessed in terms of a three-year SHRAM against the oil majors. For 1998-2000 this included ExxonMobil, Shell, TotalFinaElf, ChevronTexaco; for 1999-2001 this
included ExxonMobil, Shell, TotalFinaElf, ChevronTexaco; and for 2000-2002 this included ExxonMobil, Shell, TotalFinaElf, ChevronTexaco, ENI, Repsol-YPF. For the two latter plans,
performance was also assessed in terms of ROACE and EPS growth against the same oil majors.

d Dr Buchanan elected to defer to 2004 the determination of whether an award should be made for this period.

€ On leaving the board of BP p.l.c. on 21 November 2002.

fon leaving the board of BP p.l.c. on 31 March 2002.



Compensation for past directors

Mr Ford's service agreement was with BP Corporation North America
Inc. (BPCNA), dated 23 June 2000. Mr Ford was seconded to BP
p.l.c. under a secondment agreement dated 23 June 2000. On his
resignation from the board of BP p.l.c. with effect from 31 March
2002, his secondment to BP p.l.c. ended and he returned to the USA.
His underlying US employment agreement with BPCNA had a two-
month notice period and was due to expire on 21 January 2004.

His contract was terminated early by BPCNA on 1 June 2002 in
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accordance with its terms. The contract terms required payment to
him by BPCNA of liquidated damages of $1,655,555, being equivalent
to $1 million per annum (pro rated for part years) for each year
between the date of severance and 21 January 2004. BPCNA also
made payments totalling $129,691 to Mr Ford in June 2002 in
accordance with its standard benefits and repatriation programme.
Mr Ford remains eligible for a pro rata award under the 2002 annual
bonus scheme and for awards under the long-term incentive schemes
in accordance with the rules of those schemes.

Pensions
Accrued Additional pension Transfer value of Transfer value of Amount of A-B less
Service at pension entitlement earned during the year accrued benefit accrued benefit contributions made by
$ thousand 31 Dec 2002 at 31 Dec 2002 ended 31 Dec 2002 at 31 Dec 2002 (A) at 31 Dec 2001 (B) the director in 2002
The Lord Browne of Madingley (UK) 36 years 1,284 84 19,143 16,335 2,808
Dr J G S Buchanan (UK) 33 years 520 40 9,586 8,652 934
R F Chase (UK) 38 years 640 50 11,649 10,633 1,016
W D Ford (USA)a 31 years 644 140 8,324 5,988 2,336
Dr B E Grote (USA) 23 years 263 181 3,493 1,069 2,424
R L Olver (UK) 29 years 530 40 8,210 6,955 1,255

Conversion rates: 2002 at £1 = $1.50; 2001 at £1 = $1.44.

a2002 figures for Mr Ford are stated as at 31 March 2002, the date he left the board of BP p.l.c. He retired in June 2002 and, in accordance with his entitlements under the normal
rules of the ‘grandfathered’ plan, he took a lump-sum distribution in August 2002 of his combined plan benefits totalling $8,485,733.

UK directors

UK directors are members of the BP Pension Scheme. The scheme
offers Inland Revenue-approved retirement benefits based on final
salary. It is the principal section of the BP Pension Fund, the latter
being set up under trust deed. Company contributions to the fund
are made on the advice of the actuary appointed by the trustee.
No company contributions were made during 2002.

Scheme members’ core benefits are non-contributory. They
include a pension accrual of 1/60th of basic salary for each year of
service, subject to a maximum of two-thirds of final basic salary;

a lump-sum death-in-service benefit of 3 x salary; and a dependant’s
benefit of two-thirds of the member's pension. The scheme pension
is not integrated with state pension benefits.

Normal retirement age is 60, but scheme members who have
30 or more years’ pensionable service at age 55 can elect to retire
early without an actuarial reduction being applied to their pension.

Pensions payable from the fund are guaranteed to be increased
annually in line with changes in the Retail Prices Index, up to a
maximum of 5% a year.

Directors appointed prior to 2003 accrue pension on a non-
contributory basis at the enhanced rate of 2/60ths of their final
salary for each year of service as executive directors (up to the
same two-thirds limit). None of the directors is affected by the
pensionable earnings cap.

In accordance with the company’s long-standing practice for
executive directors who retire from BP on or after age 55 having
accrued at least 30 years' service, Mr Chase will receive an ex-gratia
lump-sum superannuation payment from the company equal to one
year's base salary following his retirement. Lord Browne will remain
eligible for consideration for such a payment. In the case of these
individuals, all matters relating to such superannuation payments will
be considered by the remuneration committee. Any such payments

would be in addition to their pension entitlements referred to above.
None of the other executive directors is eligible for consideration
for a superannuation payment on retirement, as the remuneration
committee decided in 1996 that appointees to the board after

that time should cease to be eligible for consideration for such

a payment.

US directors

US directors participate in the BP Retirement Accumulation Plan
(US plan), which features a cash balance formula. The current design
of the US plan became effective on 1 July 2000. However, certain
former employees of Amoco and ARCO have been provided with

a minimum (or ‘grandfathered’) benefit equal to the benefit that
would have accrued under the respective predecessor pension plan.
Mr Ford's pension benefit was subject to this ‘grandfathered’
arrangement described above, reflecting his Amoco service and
benefits.

Consistent with US tax regulations, pension benefits are provided
through a combination of tax-qualified and non-qualified benefit
restoration plans, as applicable.

The Supplemental Executive Retirement Benefit (supplemental
plan) is a non-qualified top-up arrangement that became effective
on 1 January 2002 for US employees above a specified salary level.
The benefit formula is 1.3% of final average earnings, which comprise
base salary and bonus in accordance with standard US practice (as
specified under the qualified arrangement) multiplied by years of
service, with an offset for benefits payable under all other BP qualified
and non-qualified pension arrangements. This benefit is unfunded and
therefore paid from corporate assets.

Dr Grote is an eligible participant under the supplemental plan,
and his pension accrual for 2002 includes the total amount that may
become payable under all plans.
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Part 2 — Non-executive directors’ remuneration

Dear Shareholder
It is important for BP to attract and retain non-executive talent from around the globe to ensure that our board
is able to discharge its stewardship obligations to the highest possible standards, especially as the workload of
non-executive directors continues to grow. The recent Higgs Report recognizes that non-executive fees should
reflect these greater expectations in the new boardroom environment, both at formal meetings of the board and
in the work of its committees, as governance practices evolve. All non-executive members of the BP board serve
on at least one of its permanent committees, as described in the corporate governance section on page 28.

The remuneration of non-executive directors was last considered in 2000, with revised fee levels introduced on
1 January 2001. During 2002, the board appointed a committee of independent non-executive directors under my
chairmanship, consisting of Dr Julius and Mr Maljers, to review the remuneration of the non-executive directors and
make recommendations for future structure and amount. This ad hoc committee is distinct from the remuneration
committee, which considers matters relating to the remuneration of the executive directors. The ad hoc committee
is not a standing committee of the board and, having undertaken the task assigned to it, it has been dissolved.
In the course of its work, the committee received advice and material assistance from Miss Hanratty (company
secretary) and Mr Jeremy Booker (vice president corporate governance, company secretary's office).

The ad hoc committee met on three occasions to consider in detail a range of options for the remuneration
of non-executive directors, in the light of developing remuneration practice and the anticipated workload, tasks and
liabilities of the non-executive directors. Having considered comparative data and practice, including equivalent daily
rates for non-executives in relevant jurisdictions, the committee made a number of recommendations to the board.

These recommendations were formally adopted by the board and took effect from 1 July 2002.

/.

John H Bryan

Chairman, Ad Hoc Committee on Non-Executive Remuneration

11 February 2003

Policy on non-executive directors’ remuneration

In making recommendations for non-executive directors’
remuneration, the following policies were developed to guide
the board in its current and future decision-making.

® Within the limits set by the shareholders from time to time,
remuneration should be sufficient to attract, motivate and retain
world-class non-executive talent.

® Remuneration of non-executive directors should be proportional
to their contribution towards the interests of the company.

® Remuneration practice should be consistent with recognized

best-practice standards for non-executive directors’ remuneration.

® Remuneration should be in the form of cash fees, payable
monthly.

® Non-executive directors should not receive share options
from the company.

® Non-executive directors should be encouraged to establish
a holding in BP shares broadly related to one year’s base fee,
to be held directly or indirectly in a manner compatible with their
personal investment activities and any applicable legal and
regulatory requirements.

Elements of remuneration

In contrast to the position of executive directors’ pay, in which an
increasing element is performance-related, non-executive directors’
pay comprises cash fees, paid monthly, with increments for positions
of additional responsibility, reflecting additional workload and
consequent potential liability. For all non-executive directors except
the chairman, a fixed allowance is paid for transatlantic travel
undertaken for the purpose of attending a board meeting. In addition,
non-executive directors receive reimbursement of reasonable travel
and related business expenses. No share or share option awards are
made to any non-executive director in respect of service on the board.
Non-executive directors have letters of appointment that recognize
that, subject to the Articles of Association, their service is at the
discretion of the shareholders. They submit themselves for election
at the annual general meeting following their appointment and
subsequently at intervals of no more than three years.



Non-executive directors’ annual fee structure

The Articles provide that the remuneration paid to non-executive
directors is determined by the board within limits set by shareholders.
Fees payable to non-executive directors were reviewed during 2002.
New and increased fees based on a comparable structure were
approved by the board as from 1 July 2002. All fees are fixed and

paid in pounds sterling. For conformity these are also reported in

US dollars.

To 30 June 2002 From 1 July 2002
a $a £

thousand $

Chairman 420 280 585 390b
Deputy chairman 128 85 128 8b¢
Board member 68 45 98 65
Committee chairmanship fee 8 5 23 15
Transatlantic attendance allowanced 5 3 8 5

aSterling payments converted at the average 2002 exchange rate of £1 = $1.50.

bThe chairman is ineligible for committee chairmanship fees and transatlantic
attendance allowance but has the use of a fully maintained office and a chauffeured
car for company business.

€The deputy chairman receives a £20,000 increment on top of the standard board
fee. In addition, this is supplemented by committee chairmanship fees and
transatlantic attendance allowance. The deputy chairman is currently chairman
of the Audit Committee. Prior to 1 July 2002, the deputy chairman received an
all-inclusive fee of £85,000 and was ineligible for committee chairmanship fees
and transatlantic attendance allowance.

dThis allowance is payable to non-executive directors undertaking transatlantic travel
for the purpose of attending a board meeting or board committee meeting.

Long-term incentives (residual)

The table in the right-hand column sets out the residual entitlements
of non-executive directors who were formerly non-executive directors
of Amoco Corporation under the Amoco Non-Employee Directors’
Restricted Stock Plan.

Information subject to audit

Remuneration of non-executive directors

2002 2001
thousand $a £ gb £
Current directors
J H Bryan 120 80 82 57
E B Dauvis, Jr 120 80 82 57
Dr D S Julius 95 63 6 4
C F Knight 95 63 78 b4
F A Maljers 95 63 78 54
Dr W E Massey 135 90 94 65
H M P Miles¢ 95 63 78 b4
Sir Robin Nicholsond 110 73 83 57
Sir lan Prosser 147 98 122 85
P D Sutherland 503 335 403 280
M H Wilson 116 77 86 60
Director leaving the board in 2002
Sir Robert Wilson 27 18 73 51

aSterling payments converted at the average 2002 exchange rate of £1 = $1.50.

bSterIing payments converted at the average 2001 exchange rate of £1 = $1.44.

CAlso received £300 in 2001 ($432 at 2001 rate) and £600 in 2002 ($900 at 2002 rate)
for serving as a director of BP Pension Trustees Limited.

dAlso received £20,000 each year ($28,800 at 2001 rate and $30,000 at 2002 rate)
for serving as the board's representative on the Technology Advisory Council.
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Amoco Non-Employee Directors’ Restricted Stock Plan
Non-executive directors of Amoco Corporation were allocated
restricted stock in the Amoco Non-Employee Directors’ Restricted
Stock Plan by way of remuneration for their service on the board

of Amoco Corporation prior to its merger with BP in 1998. On merger,
interests in Amoco shares in the plan were converted into interests

in BP ADSs. Under the terms of the plan, the restricted stock will vest
upon the retirement of the non-executive director at age 70 or upon
earlier retirement at the discretion of the board. Since the merger,

no further entitlements have accrued to any director under the plan.
These residual interests require disclosure under the Directors’
Remuneration Report Regulations 2002 as interests in a long-term
incentive scheme:

Interest in BP ADSs
1 January 2002 and
31 December 20023

Date on which director
reaches age 700

J H Bryan 5,546 5 October 2006
E B Davis, Jr 4,490 5 August 2014
F A Maljers 2,906 12 August 2003
DrW E Massey 3,346 5 April 2008
M H Wilson 3,170 4 November 2007

aNo awards were granted or vested and no awards lapsed during the year.
bEor the purposes of the regulations, the date on which the director reaches age 70

is the end of the qualifying period. If the director retires prior to this date, the board
may waive the restrictions.

Superannuation gratuities
In accordance with BP’s long-standing practice, non-executive
directors who retire from the board after at least six years' service
are, at the time of their retirement, eligible for consideration for a
superannuation gratuity. The board is authorized to make such
payments under the company'’s Articles. The amount of the payment
is determined at the board's discretion, having regard to the director’s
period of service as a director and other relevant factors. The board
did not make any payment to Sir Robert Wilson, the only non-executive
director retiring in 2002, in view of his limited length of service.

On the recommendation of the ad hoc committee on
non-executive remuneration, during 2002 the board revised
its policy with respect to such payments so that (i) non-executive
directors appointed to the board after 1 July 2002 would not be
eligible for consideration for such a payment, and (ii) non-executive
directors in service at 1 July 2002 would remain eligible for
consideration for a payment, but service after that date would not
be taken into account by the board in considering the amount of
any payment.

This directors’ remuneration report was approved by the board
and signed on its behalf by Miss Hanratty, company secretary,
on 11 February 2003.
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Shareholdings and Annual General Meeting

Substantial shareholdings

At the date of this report, the company has been notified that
JPMorgan Chase Bank, as depositary for American Depositary
Shares (ADSs), holds interests through its nominee, Guaranty
Nominees Limited, in 6,518,514,934 ordinary shares (29.13%
of the company’s ordinary share capital). Included in this total
is part of the holding of the Kuwait Investment Office (KIO).
Either directly or through nominees, the KIO holds interests in
715,040,000 ordinary shares (3.20% of the company's ordinary
share capital).

At the date of this report, the company has been notified of
the following interests in preference shares: Co-operative Insurance
Society Limited holds interests in 1,529,538 8% 1st preference
shares (21.15% of that class) and 1,789,796 9% 2nd preference
shares (32.70% of that class). Prudential plc holds interests in 528,150
8% 1st preference shares (7.30% of that class) and 644,450 9%
2nd preference shares (11.77% of that class). It should be noted
that the total preference shares in issue comprise only 0.37%
of the company’s total issued nominal share capital, the rest being
ordinary shares.

Annual General Meeting
The 2003 annual general meeting will be held on Thursday 24 April
2003 at 11.00 a.m. at the Royal Festival Hall, Belvedere Road, London
SE1 8XX, UK. A separate notice convening the meeting is sent to
shareholders with this report, together with an explanation of the
items of special business to be considered at the meeting.

All resolutions of which notice has been given will be decided
on a poll.

Ernst & Young LLP have expressed their willingness to continue in
office as auditors and a resolution for their reappointment is included
in the notice of the annual general meeting.

By order of the board
Judith C Hanratty
Secretary

11 February 2003

Further information

Administration

If you have any queries about the administration of shareholdings such as
change of address, change of ownership, dividend payments, the dividend
reinvestment plan or the ADS direct access plan, please contact the Registrar
or ADS Depositary:

UK - Registrar’s Office

The BP Registrar

Lloyds TSB Registrars

The Causeway, Worthing, West Sussex BN99 6DA
Telephone: +44 (0)121 415 7005

Freephone in UK: 0800 701107

Fax: +44 (0)1903 833371

USA - ADS Administration

JPMorgan Chase Bank

PO Box 43013, Providence, Rl 02940-3013
Telephone: +1 781 575 3346

Toll-free in USA and Canada: +1 877 638 5672

Canada — ADS Administration

CIBC Mellon Trust Company, 199 Bay Street

Commerce Court West, Securities Level, Toronto, Ontario M5L 1G9
Telephone: +1 416 643 5500

Toll-free in Canada and the USA: +1 800 387 0825

Japan

The Mitsubishi Trust and Banking Corporation

7-7 Nishi-lkebukuro 1-chome, Toshima-ku, Tokyo 171-8508
Telephone: +81 3 5391 7029

Fax: +81 3 5391 1911

Publications

Copies of Annual Accounts 2002, Form 20-F, BP Environmental and
Social Review 2002, BP Financial and Operating Information 1998-2002,
BP Statistical Review of World Energy and other BP publications may be
obtained free of charge from the following sources:

USA and Canada
Toll-free: +1 800 638 5672
Fax: +1 630 821 3456
shareholderus@bp.com

UK and Rest of World

BP Distribution Services
International Distribution Centre
Crabtree Road, Thorpe

Egham, Surrey TW20 8RS, UK
Telephone: +44 (0)870 241 3269
Fax: +44 (0)870 240 5753
bpdistributionservices@bp.com

To elect to receive the full Directors’ Report and Annual Accounts in place
of summary financial statements for all future financial years, please write
to the UK Registrar at the address on this page.

To receive your company documents (such as Annual Report and Notice of
Meeting) electronically, please register at www.bp.com/edelivery

Internet
The BP website is at www.bp.com

Audio cassettes/CDs for visually impaired shareholders

Highlights from Annual Report 2002 are available on audio cassette
and CD. Copies may be obtained free of charge from the sources listed
under ‘Publications’.
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Executive directors

1.The Lord Browne

of Madingley, FREng
Group Chief Executive
Lord Browne (54) was
appointed an executive
director of BP in 1991
and group chief
executive in 1995. He is
a non-executive director
of Goldman Sachs Group
and Intel Corporation,
and a trustee of the
British Museum.

Member of the
Nomination Committee

2.R L Olver

Deputy Group

Chief Executive

Dick Olver (56) was
appointed an executive
director of BP in 1998,
and deputy group chief
executive in January
2003. He is a non-
executive director of
Reuters Group.

3.Dr D CAllen

Group Chief of Staff
David Allen (48) was
appointed an executive
director of BP in
February 2003.

Changes to the board

4. R F Chase

Senior Adviser to

Group Chief Executive
Rodney Chase (59) was
appointed an executive
director of BP in 1992.

He is a non-executive
director of Computer
Sciences Corporation,
Diageo and Tesco. He is
also a trustee of the Prince
of Wales International
Business Leaders Forum
and a member of the
executive board of

the World Council for
Sustainable Development.

5. Dr B E Grote

Chief Financial Officer
Byron Grote (54) was
appointed an executive
director of BP in 2000
and chief financial officer
in November 2002.

6. Dr A B Hayward

Chief Executive,
Exploration and Production
Tony Hayward (45) was
appointed an executive
director of BP in February
2003. He is a non-
executive director of Corus
Group.

7.3 A Manzoni

Chief Executive,
Refining and Marketing
John Manzoni (43) was
appointed an executive
director of BP in
February 2003.

Non-executive directors

8. P D Sutherland, SC
Non-Executive Chairman
Peter Sutherland (56)
rejoined BP’s board in
1995, having previously
been a non-executive
director from 1990 to
1993, and was appointed
chairman in 1997. He is
non-executive chairman
of Goldman Sachs
International and a non-
executive director of
Telefonaktiebolaget

LM Ericsson, Investor
AB and The Royal Bank
of Scotland Group.

Chairman of the Chairman’s
and Nomination Committees

9. Sir lan Prosser
Non-Executive

Deputy Chairman

Sir lan (59) joined BP’s
board in 1997 and was
appointed non-executive
deputy chairman in
1999. He is chairman

of Six Continents and

a non-executive director
of GlaxoSmithKline.
Member of the Chairman’s

and Remuneration Committees

and chairman of the Audit
Committee

10. J H Bryan

John Bryan (66) joined
Amoco’s board in 1982.
He serves on the boards
of Bank One Corporation,
General Motors

Mr W D Ford retired as an executive director on 31 March 2002.

Sir Robert Wilson retired as a non-executive director on 18 April 2002. Prior
to his retirement, he was a member of the Chairman’s, Audit and Ethics and
Environment Assurance Committees.
Dr J G S Buchanan retired as an executive director and chief financial officer

on 21 November 2002.

Dr D C Allen was appointed an executive director on 1 February 2003.

Dr A B Hayward was appointed an executive director on 1 February 2003.
Mr J A Manzoni was appointed an executive director on 1 February 2003.
Mr R F Chase will retire as an executive director on 23 April 2003.

Corporation and Goldman
Sachs. He retired as
chairman of Sara Lee
Corporation in 2001.

Member of the Chairman’s
and Audit Committees

11. E B Davis, Jr
Erroll B Davis, Jr (58)
joined Amoco’s board
in 1991. He is chairman,
president and chief
executive officer of
Alliant Energy. He is a
non-executive director
of PPG Industries and
chairman of the Board
of Trustees of Carnegie
Mellon University.
Member of the Chairman’s,

Audit and Remuneration
Committees

12. Dr D S Julius, CBE
DeAnne Julius (53) joined
BP’s board in 2001. From
1997 to 2001 she was

a full-time member of
the Monetary Policy
Committee of the Bank
of England. She is a
non-executive director
of the Court of the Bank
of England, Lloyds TSB,
Serco and Roche
Holding.

Member of the Chairman’s and
Remuneration Committees

Company secretary

13. C F Knight

Charles Knight (67)
joined BP’s board in
1987. He is chairman of
Emerson Electric and is a
non-executive director of
Anheuser-Busch, Morgan
Stanley Dean Witter,
SBC Communications
and IBM.

Member of the Chairman’s and
Remuneration Committees

14. F A Maljers, KBE
Floris Maljers (69) joined
Amoco’s board in 1994.
A member of the
supervisory boards of
SHV Holding and Vendex
NV, he is chairman of
the supervisory boards
of KLM Royal Dutch
Airlines, the Amsterdam
Concertgebouw and
Rotterdam School of
Management, Erasmus
University.

Member of the Chairman’s

and Ethics and Environment
Assurance Committees

15. DrW E Massey
Walter Massey (64)
rejoined Amoco’s board
in 1993, having previously
been a director from
1983 to 1991. He is
president of Morehouse
College, a non-executive
director of Motorola,
Bank of America and
McDonald’s Corporation

and a member of
President Bush’s Council
of Advisors on Science
& Technology.

Member of the Chairman’s
Committee and chairman of

the Ethics and Environment
Assurance Committee

16. H M P Miles, OBE
Michael Miles (66) joined
BP’s board in 1994. He

is chairman of Schroders
and of Johnson Matthey.
Member of the Chairman’s, Audit

and Ethics and Environment
Assurance Committees

17. Sir Robin Nicholson,
FRENng, FRS

Sir Robin (68) joined BP’s
board in 1987. He is a
non-executive director

of Rolls-Royce.

Member of the Chairman’s

Committee and chairman of
the Remuneration Committee

18. M HWilson

Michael Wilson (65) joined
Amoco’s board in 1993.
He is president and chief
executive officer of UBS
Global Asset Management
(Canada) and a non-
executive director of
Manufacturers Life
Insurance Company

and UBS Global Asset
Management.

Member of the Chairman’s,

Audit and Ethics and Environment
Assurance Committees

Judith Hanratty, OBE, (59) has been company secretary since 1994.

She is a nominated member of the Council of Lloyd’s of London and

a member of the Lloyd’s Franchise Board. She is also a non-executive
director of Partnerships UK and Charles Taylor Consulting, and a member
of the Competition Commission and the Takeover Panel. A barrister, she
is chairman of The Commonwealth Institute and deputy chairman of the

College of Law.



ConocoPhllllps

2002 Annual Report

=

e

expectations

T T MAYAY VAN fWAYav e



Contents

ConocoPhillips ALAGIANCE . . ... ... .ottt et et e 2
A review of the company’s global operations.

Letter to Shareholders . ......... ... ... it 5
Chairman Archie Dunham and President and CEO Jim Mulva discuss
the company’s strategy for improving returns to shareholders.

An Interview withdimMulva .. ........ ... ... ]
President and CEO Jim Mulva answers shareholders’ questions.

Operating ReView . ... ... ... ...ttt it ettt eaae e 10
ConocoPhillips’ operating groups are capturing merger synergies
while building on a portfolio of world-class assets.

Corporate Review . .. ... ...... .. ittt ittt tne et 30
Corporate staffs are essential to helping ConocoPhillips achieve its
objectives while supporting the company’s values and purpose.

Financial Review . . . ... .. oottt ettt ettt ettt e e 36
Directors and OffiCers . .. ... .. .ot ittt ettt et et e, 106
GlOSSarY . . ... e e e e 108

Our Theme:
Elevate Expectations

The PL19-3A wellhead platform rises high above the
waters of China’s Bohai Bay, where ConocoPhillips
announced first production from the Peng Lai field
in late 2002. Like the platform reaching skyward,
ConocoPhillips seeks to elevate expectations for
performance beyond what was possible before the
merger. The company is pursuing a clear strategy to
improve returns for its shareholders — by capturing
merger-related synergies, selling billions of dollars
of non-core assets, growing its Exploration and
Production segment, and applying a disciplined
approach to cost control, capital spending and

debt reduction.




Highlights

Financial
Total revenues
Income from continuing operations
Net income (loss)
Per share of common stock — diluted
Income from continuing operations
Net income (loss)
Net cash provided by operating activities from continuing operations
Net cash provided by operating activities
Capital expenditures and investments
Total assets at year-end
Total debt
Mandatorily redeemable preferred securities of trust subsidiaries
Other minority interests
Common stockholders’ equity
Percent of total debt to capital*
Common stockholders’ equity per share (book value)
Cash dividends per common share
Closing stock price per common share
Common shares outstanding at year-end (in thousands)
Average common shares outstanding (in thousands)
Basic
Diluted
Employees at year-end (in thousands)

Millions of Dollars Except as Indicated

2002 2001 % Change
$57,224 25,044 128
$ 714 1,611 (56)
$ (295 1,661 (118)
$ 147 5.46 (73)
$ (.61 5.63 (111)
$ 4,767 3,529 35
$ 4,969 3,562 40
$ 4,388 3,016 45
$76,836 35,217 118
$19,766 8,654 128
$ 350 650 (406)
$ 651 5 —
$29,517 14,340 106

39% 37 5
$ 43.56 37.52 16
$ 148 1.40 6
$ 48.39 60.26 (20)
677,570 382,158 77
482,082 292,964 65
485,505 295,016 65

57.3 38.7 48

*Capital includes total debt, mandatorily redeemable preferred securities of trust subsidiaries, other minority interests and common stockholders’ equity.

Operating

U.S. crude oil production (MBD)

Worldwide crude oil production (MBD)*

U.S. natural gas production (MMCFD)
Worldwide natural gas production (MMCFD)*
Worldwide natural gas liquids production (MBD)
Worldwide Syncrude production (MBD)

Worldwide production on a barrel-of-oil-equivalent basis, including Syncrude (MBD)*

Natural gas liquids extracted — midstream (MBD)
Refinery crude oil throughput (MBD)

Refinery utilization rate (%)

U.S. automotive gasoline sales (MBD)**

U.S. distillates sales (MBD)**

Worldwide petroleum products sales (MBD)**
Ethylene production (MMlIbs)*

Polyethylene production (MMIbs)*

2002 2001 % Change
371 373 @)
682 563 21

1,103 917 20

2,047 1,335 53

46 35 31
8 _ _

1,077 821 31
156 120 30

1,813 706 157

90 94 4

1,147 465 147
392 170 131

2,258 943 139

3,217 3,291 (2)

2,004 1,956 2

*Includes ConocoPhillips’ share of equity affiliates’ production.
**Excludes spot market sales.

The ConocoPhillips merger was consummated on August 30, 2002, and used purchase accounting to recognize the fair value of
Conoco Inc. assets and liabilities. Consequently, results for the year 2002 include eight months of activity for Phillips Petroleum Company

and four months of activity for ConocoPhillips. Prior periods reflect only Phillips results.

Certain disclosures in this Annual Report may be considered “forward-looking” statements. These are made pursuant to “safe harbor”
provisions of the Private Securities Litigation Reform Act of 1995. The “Cautionary Statement” in Management’s Discussion and Analysis

on page 58 should be read in conjunction with such statements.

“ConocoPhillips,” “the company,” “we” and “our” are used interchangeably in this report to refer to the businesses of ConocoPhillips and its consolidated
subsidiaries. All numerical references to crude oil, natural gas or natural gas liquids production volumes refer to production from proved reserves.




ConocoPhillips At A Glance
Our Purpose: Use Our Pioneering Spirit to Responsibly Deliver Energy to the World

Who We Are

ConocoPhillips is an international,
integrated energy company. It is the
third-largest integrated energy
company in the United States, based
on market capitalization, oil and gas
proved reserves and production; and
the largest refiner in the country.
Worldwide, it is the sixth-largest
publicly owned energy company,
based on oil and gas reserves, and the
fifth-largest refiner.

ConocoPhillips is known
worldwide for its technological
expertise in deepwater exploration
and production, reservoir
management and exploitation, 3-D
seismic technology, high-grade
petroleum coke upgrading and sulfur
removal.

Headquartered in Houston, Texas,
ConocoPhillips operates in more than
40 countries. The company has
approximately 57,000 employees
worldwide and assets of $77 billion.
ConocoPhillips stock is listed on the
New York Stock Exchange under the
symbol “COP”

Our Businesses
The company has four core activities
worldwide:

Petroleum exploration and
production.

Petroleum refining, marketing,
supply and transportation.

Natural gas gathering, processing
and marketing, including a 30.3
percent interest in Duke Energy
Field Services, LLC.

Chemicals and plastics production
and distribution through a 50
percent interest in Chevron Phillips
Chemical Company LLC.

In addition, the company is investing
in several emerging businesses —
fuels technology, gas-to-liquids,
power generation and emerging
technologies — that provide current
and potential future growth
opportunities.

ConocoPhillips 2002 Annual Report

Exploration and Production (E&P)

Profile: Explores for and produces crude
oil, natural gas and natural gas liquids on
a worldwide basis. Also mines oil sands
to produce Syncrude. A key strategy is to
accelerate growth by developing legacy
assets — very large oil and gas
developments that can provide strong
financial returns over long periods of time
— through exploration, exploitation,
redevelopments and acquisitions; and

by focusing exploration on larger, lower-
risk areas.

Operations: At year-end 2002,
ConocoPhillips held a combined 102
million net developed and undeveloped
acres in 29 countries, and produced
hydrocarbons in 14. Crude oil production
in 2002 averaged 682,000 barrels per day
(BPD), gas production averaged 2.05
billion cubic feet per day and natural gas
liquids production averaged 46,000 BPD.
Key regional focus areas include the
North Slope of Alaska; Canada; offshore
China; the Lower 48 United States,
including the Gulf of Mexico;
Kazakhstan; Nigeria; the North Sea;
Southeast Asia; the Timor Sea; and
Venezuela.

Strengths: Seismic imaging technology;
deepwater exploration; reservoir
management and exploitation; enhanced
oil recovery; managing large offshore
developments; operations in the North
Sea, Arctic and other environmentally
sensitive areas.

Competitors: Major integrated petroleum
companies, including ExxonMobil,
ChevronTexaco, BP, Shell and
TotalFinaElf; independent exploration and
production companies, including Apache,
Burlington Resources and Devon Energy;
and national oil companies.

Customers: Third-party refiners and
processors, large industrial users and
ConocoPhillips’ refining operations.

Refining and Marketing (R&M)

Profile: Refines crude oil and markets
and transports petroleum products.
ConocoPhillips is the largest refiner in
the United States and the fifth-largest
refiner in the world.

Operations: Refining — At year-end
2002, ConocoPhillips owned 12 U.S.
refineries (excluding two refineries held
for sale), owned or had an interest in five
European refineries and had an interest in
one refinery in Malaysia, totaling a
combined net crude oil refining capacity
of 2.6 million barrels of oil per day.
Marketing — At year-end 2002,
ConocoPhillips’ gasoline and distillates
were sold through approximately 17,000
branded outlets in the United States,
Europe and Southeast Asia. In the United
States, products were primarily marketed
under the Phillips 66, 76 and Conoco
brands. In Europe and Southeast Asia, the
company marketed primarily under the Jet
and ProJET brands. ConocoPhillips also
marketed lubricants, commercial fuels,
aviation fuels and liquid petroleum gas.
ConocoPhillips’ refined products sales
were 2.3 million barrels per day in 2002.
The company also participated in joint
ventures that support the specialty
products business. Transportation —
R&M owned or had an interest in about
31,500 miles of pipeline systems in the
United States at year-end 2002.

Strengths: Branded wholesale marketing;
refining technologies; aviation gasoline
sales; and refining capabilities.

Competitors: Major refiners and
marketers in North America, Europe and
Asia Pacific including ChevronTexaco,
ExxonMobil, Shell, TotalFinaElf and BP;
independent refiners/marketers, including
Valero, Tesoro and Sunoco; and
hypermarts such as Wal-Mart.

Customers: Independent marketers and
the consuming public.




Midstream

Profile: Midstream consists of
ConocoPhillips’ 30.3 percent interest in
Duke Energy Field Services, LLC
(DEFS), as well as certain ConocoPhillips
assets in the United States, Canada and
Trinidad. Midstream gathers natural gas,
extracts and sells the natural gas liquids
(NGL) and sells the remaining (residue)
gas. Headquartered in Denver, Colo.,
DEFS is one of the largest natural gas
gatherers, NGL producers and NGL
marketers in the United States.

Operations: At year-end 2002, DEFS’
gathering and transmission systems
included some 60,000 miles of pipelines,
mainly in seven of the major U.S. gas
regions, plus western Canada. DEFS also
owned and operated, or owned an equity
interest in 71 NGL extraction plants. Raw
natural gas throughput averaged 7.4
billion cubic feet per day, and NGL
extraction averaged 392,000 BPD in
2002. In addition to its interest in DEFS,
ConocoPhillips owned or had an interest
in an additional 13 NGL extraction plants
at year-end 2002.

Strengths: Assets in major gas-producing
regions; efficient, reliable low-cost
operations; and critical mass for growth
transactions.

Competitors: Williams, El Paso, BP,
ExxonMobil, ChevronTexaco, ONEOK
and Koch.

Customers: Primarily major and
independent natural gas producers, local
gas distribution companies, electrical
utilities, industrial users and marketing
companies. Among DEFS’ customers
for NGL are Chevron Phillips Chemical
Company and ConocoPhillips’

R&M operations.

Chemicals

Profile: ConocoPhillips participates in
the chemicals sector through its 50
percent ownership of Chevron Phillips
Chemical Company LLC (CPChem), a
joint-venture company formed with
Chevron (now ChevronTexaco) on July 1,
2000. Headquartered in The Woodlands,
Texas, its major product lines include:
olefins and polyolefins, including
ethylene, polyethylene, normal alpha
olefins and plastic pipe; aromatics and
styrenics, including styrene, polystyrene,
benzene, cyclohexane, paraxylene and K-
Resin® styrene-butadiene copolymer; and
specialty chemicals and plastics.

Operations: CPChem’s major facilities in
the United States are at Baytown, Borger,
Conroe, La Porte, Orange, Pasadena, Port
Arthur and Old Ocean, Texas; St. James,
La.; Pascagoula, Miss.; and Marietta,
Ohio. The company also has nine plastic
pipe plants and one pipefittings plant in
eight states, and a petrochemical complex
in Puerto Rico. Major international
facilities are in Belgium, China, Saudi
Arabia, Singapore, South Korea and
Qatar. CPChem also has a plastic pipe
plant in Mexico.

Strengths: One of the world’s largest
producers of ethylene, polyethylene,
styrene, alpha olefins, and one of the
largest marketers of cyclohexane.

Competitors: Dow Chemical,
ExxonMobil, BP, Equistar and Shell.

Customers: Primarily companies
that produce industrial products and
consumer goods.

Emerging Businesses

ConocoPhillips has four emerging
businesses under development: fuels
technology, natural gas-to-liquids
technology, power generation and emerging
technologies. These businesses are closely
tied to the company’s core operations and
offer growth potential.

Fuels Technology: S Zorb™ is
ConocoPhillips’ proprietary technology for
removing sulfur from gasoline and diesel
streams during refining. The technology is
proven to reduce sulfur content in fuels to
levels well below allowable limits proposed
by regulators in the United States and
Europe. The technology has been licensed
to five refiners worldwide, and
ConocoPhillips plans to install the
technology at several of its U.S. refineries.

Gas-to-Liquids: Commissioning of a gas-
to-liquids demonstration plant will begin in
2003 at the Ponca City, Okla., refinery.
Once the technology is proven,
ConocoPhillips will be capable of building
a commercial-scale plant. The company’s
new gas-to-liquids technology has the
potential to convert stranded natural gas
reserves in remote locations to liquids that
can be economically transported to market.

Power Generation: ConocoPhillips is using
creativity and innovation to access new
high-growth markets for natural gas and
electricity. By integrating power generation
with ConocoPhillips’ upstream and
downstream businesses, the company is able
to structure power projects — such as
cogeneration — to provide maximum value
for both ConocoPhillips and its customers.

Emerging Technologies: The emerging
technologies portfolio includes a variety of
business ventures and technical programs
that are pioneering the future energy
landscape, including renewable energy,
advanced hydrocarbon processes, energy
conversion technologies and hydrocarbon
upgrading opportunities.




ConocoPhillips: A Global Competitor
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Elevating Expectations for Our
Shareholders and Ourselves

To Our Shareholders:

In 2002, we created an exciting new company:
ConocoPhillips. We are the third-largest energy company in
the United States, the sixth-largest publicly held energy
company in the world in terms of crude oil and natural gas
proved reserves, and the fifth-largest global refiner. We are
fully integrated, participating in every phase of the energy
business — from finding and producing crude oil and
natural gas to refining these raw materials and marketing
fuels, chemicals and other products. The scope and size of
our asset and investment portfolio makes ConocoPhillips a
strong competitor around the world.

However, size does not guarantee success. We must
elevate expectations for ourselves — we must perform at a
higher level to generate returns for our shareholders that are
competitive with the best companies in the world. How will
we do this? We will use a disciplined approach to manage
capital spending, operating costs and our balance sheet. We
will utilize our assets and technology to their maximum
potential. Furthermore, the “can do” spirit of our employees
will make ConocoPhillips a top performer in every aspect of
our business.

Upstream, we have a portfolio of assets and investment
alternatives that create many opportunities. While the
company is active on nearly every continent in the world, the
bulk of our upstream operations are located in regions that
are stable and secure. More than 75 percent of our assets are
in North America and the North Sea. This allows us the
flexibility to reach into all areas of the world while
maintaining a balanced risk portfolio.

Downstream, ConocoPhillips is one of the largest refiners
and marketers in the United States and historically has been
a top performer in Europe. In the United States,
ConocoPhillips has 12 refineries and 14,000 branded
outlets. Elsewhere in the world, the company has six
refineries and 3,000 outlets in 17 countries.

Midstream, ConocoPhillips owns 30.3 percent of the
Duke Energy Field Services (DEFS) joint venture, the
largest natural gas liquids producer in the United States.
ConocoPhillips also owns additional midstream assets
outside of DEFS.

The Commercial organization allows ConocoPhillips to
realize the maximum benefits of integration, enabling the
company to optimize the value of its equity crude oil,
natural gas and other commodities, as well as lowering
crude oil feedstock and energy costs for its refineries.
Commercial also ensures we provide a cost effective,
reliable supply of products to our many customers around
the world.

Archie W. Dunham, Chairman and
J.J. Mulva, President and Chief Executive Officer

The company participates in the chemicals industry
through our 50 percent ownership of Chevron Phillips
Chemical Company.

In the Emerging Businesses segment, the company is a
leader in fuel desulfurization and is seeking to
commercialize other exciting new energy breakthroughs.
Our proprietary technologies support our existing businesses
and have excellent potential for contributing to the future
profits of our company.

Above all, we have the corporate values and the human
capital — the skilled, dedicated workers and a talented
management team — that are essential to the success of any
major enterprise.

A Transition Year

The year 2002 was a transition year. The transformation to a
new company with a breadth of operations and asset base
unlike anything in the past makes comparisons with the past
less meaningful. For example, ConocoPhillips ended this
year with $77 billion of assets. Just a few years ago, in
1999, Phillips Petroleum had $15 billion of assets and
Conoco had $16 billion of assets. As a result, we will not be
making many comparisons with the past like we may have
done before.
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In addition, this past year also was a year of significant
changes in the regulatory environment for our financial
reporting. In order to increase transparency of information
and fully support improved communication to the investing
community, the company has implemented in this annual
report the early adoption of the new standard released by the
U.S. Securities and Exchange Commission related to the use
of financial measures that are different than financial
measures under generally accepted accounting principles. As
a result, you will not see a “net operating income” financial
measure, which historically adjusted net income to exclude
certain special items as defined by management.

For 2002, the company’s income from continuing
operations was $714 million, or $1.47 per share. This
amount was affected by merger-related costs totaling
$557 million, after-tax, as well as other factors. Discontinued
operations included $1 billion of impairments and loss
provisions related to the planned sale of marketing assets —
part of our long-range strategy to improve the company’s
returns. As a result, the company had a net loss of
$295 million, or $0.61 per share, for the year.

The task ahead is to leverage our considerable strengths
to achieve the best possible returns for our shareholders.
Over the next several years, we expect to improve
ConocoPhillips’ return on capital employed (ROCE),
assuming midcycle returns and margins, to a more
competitive level. Over time, we expect to achieve returns
comparable with the very best performers in our industry.
Consistent delivery of good operating performance and
improved returns will permit increasing and sustained
shareholder value creation.

Financial Discipline

In terms of financial management, we will apply a high
degree of discipline to improve returns. We want discipline
in our cost structure, our capital program and in improving
the balance sheet. In particular, we want to reduce our
debt-to-capital ratio from the present 39 percent to the
mid-30 percent range over the next few years.

Reducing debt should result in a stronger share price. It
also will better enable us to weather downturns in energy
prices and other factors we can’t control, and provide better
ability to seize new opportunities as they arise.

Discipline means accountability in terms of cost control,
completing projects on time and within budget, and adding
real value for every dollar we invest. We intend to closely
monitor our processes. Discipline will go a long way toward
improving the company’s financial performance and making
our ROCE more competitive with the largest companies in
the industry.

Improving Upstream Returns

We plan to grow the upstream business, which has
historically produced higher returns, to 65 percent of the
company’s total asset base, excluding goodwill, compared

Total Assets (Billions of Dollars)

80
The increase in total assets over the

past three years reflects the rapid
0 growth both companies experienced
prior to the merger, as well as an
increased asset base as a result of
40 the merger. The acquisition of ARCO
Alaska assets in 2000, and the
acquisitions of Tosco and Gulf
20 Canada in 2001 significantly
I increased each company’s asset
base. The merger also increased total
00 01 02
M Conoco
Phillips
ConocoPhillips

assets because the book values of a
substantial portion of Conoco’s
assets were revised upward to fair
values as a result of purchase
accounting rules.

Market Capitalization (Billions of Dollars)

40
ConocoPhillips’ market capitalization
exceeded $30 billion at the end of

30 2002, ranking the company as the
third-largest oil and gas company
in the United States. The company
20 had 677.6 million common shares
outstanding at Dec. 31, 2002,

| with a year-end closing stock price
10 of $48.39.

00 01 02

B Conoco
Phillips
ConocoPhillips

with the current level of 57 percent. We will do this primarily
through organic growth, investing 75 percent of our overall
2003 capital budget in the Exploration and Production
segment of our business. Capital will be spent on increasing
production and proved reserves, and building legacy assets
— large oil and gas developments that can generate strong
financial returns over long periods of time through a variety
of changing price and operational environments. For
example, in the Asia Pacific region, we recently began
production from the Peng Lai field in China’s Bohai Bay, and
the first phase of the Bayu-Undan natural gas and natural gas
liquids development in the Timor Sea is expected to begin
production in 2004.

At the same time we are pursuing newer legacy projects,
we expect to continue to maintain production levels in our
mature legacy assets in our current core areas. In Europe, we
are commencing development of Clair, the largest
undeveloped oil field in the United Kingdom. We have
prepared a plan for growing production from the Greater
Ekofisk Area. And in Alaska, we are developing the heavy-
oil West Sak field to help maintain production levels there.




Finally, we plan to spend about $750 million in 2003 on
exploration around the world. This spending includes
capital, as well as geological and geophysical expenses, to
improve our future exploration prospects and to drill
existing ones. Our principal drilling target areas this year
include the Norwegian Sea, the Caspian Sea, the deepwater
Gulf of Mexico and the Niger Delta.

Rationalization of Assets

U.S. Federal Trade Commission approval of the merger
required the divestiture of certain assets. Beyond that, we
are re-evaluating our assets across the board with a view
toward divesting those that don’t fit our portfolio or that
we’re not sure can perform to our expectations. We plan to
sell $3 billion to $4 billion or more of assets by the end of
2004. We will apply the proceeds to our capital program,
debt reduction and the reduction of certain lease
obligations.

Synergies

When the merger was announced, we told the financial
community that we expected to realize $750 million a year
in synergies. We have since raised our synergy target to
$1.25 billion a year by the end of 2003.

We are confident of meeting this higher goal because of
the complementary nature of the operations. In some cases,
the respective operations of the merged companies
dovetailed with each other, as in the North Sea, where
ConocoPhillips combines the larger asset base that Conoco
had in the United Kingdom with the larger asset base that
Phillips enjoyed in Norway. In other cases, we were already
working virtually side-by-side. In Venezuela, for example,
we have identified synergies from capital savings,
operating efficiencies and elimination of the marketing
overlap between our two adjacent heavy-oil projects,
Hamaca and Petrozuata.

We expect to secure similar efficiencies on a company-
wide basis. Duplicate offices and positions are being
eliminated, and capital budgets have been combined and
streamlined. We are applying best practices across-the-
board to realize further savings. We have an improved
procurement process that enables us to get the most
competitive prices when purchasing materials and supplies.
The Commercial organization will extract significant
synergies through the purchase and sale of crude oil,
refined products, natural gas, gas liquids and power.

Excellence in Technology
The merger of Conoco and Phillips combined two
recognized leaders in technology, and we expect our
continued efforts in this area to give us a competitive edge.
Upstream, our advanced technology enables us to
explore for and produce oil and gas in deep water. The
Magnolia field in the Gulf of Mexico is being developed in
4,700 feet of water using a tension-leg platform — a record

depth for this type of facility. We have a proven liquefied
natural gas technology and are developing a promising new
technology to convert natural gas to liquids. These
technologies could open new opportunities for us to
commercialize stranded gas reserves.

Downstream, ConocoPhillips has made advances such as
our alkylation technology and our S Zorb™ Sulfur Removal
Technology. Both of these technologies will help us provide
the world with cleaner fuels. In addition, our coking
technology helps us lower our crude oil costs, a crucial driver
for our long-term refining success.

Corporate Ethics and Values
The recent and highly publicized transgressions of a few large
corporations have heightened public concern over corporate
ethics. ConocoPhillips is committed to the highest
expectations for integrity. We have in place the internal
controls and the oversight to make sure that we have
accounting integrity and full, transparent disclosure.

As our purpose states, our new company will “use
our pioneering spirit to responsibly deliver energy to the
world.” This commitment, and our values, what we call our
SPIRIT of Performance — Safety, People, Integrity,
Responsibility, Innovation and Teamwork — are the
watchwords that guide us.

The Year Ahead

As we begin 2003, we face a weak global economy, volatile
energy prices and the potential for conflict in the Middle
East. We are keeping a vigilant watch on all these situations,
our greatest concern being the safety of our employees
around the world.

In spite of these uncertainties, we are encouraged by our
plan for improving returns in 2003 and beyond. We are
making good progress and are pleased with the results thus
far. Our early success is due to the spirit and commitment of
dedicated employees. And yet, we have only just begun to
capture the value of the opportunities that our new company
can create. We have elevated our expectations, and our best
performance is yet to come.

M(A@wu/ém\/
Archie W. Dunham
Chairman

J.J. Mulva
President and
Chief Executive Officer

March 24, 2003




8 ConocoPhillips 2002 Annual Report

An Interview with CEO Jim Mulva

Q How is the merger transition going?

We were really well organized by the time we closed on
the merger. When day one arrived, key policies and
procedures were in place, including safety systems; the
compensation programs were determined; and everyone in
the company could communicate with each other. The top
six levels of management and employees were in place and
knew what they needed to do. Within one or two weeks all
our customers had been notified and knew who their
marketing representatives were. We saw the results of these
preparations with strong income from continuing
operations in the fourth quarter, our first full quarter as a
new company.

Since day one, we’ve put together our strategic plan for
the next five years. We’re focused on executing our
strategy, capturing synergies, operating well, and
identifying and, in some cases, divesting assets that are no
longer of strategic importance. I’'m really pleased with the
progress we’ve made since closing the merger.

We’re starting to see a new culture emerge. We’ve been
trying to get away from saying we’ll take the best of this
and the best of that, and cutting and pasting. Instead, we’re
making the tough decisions and moving on with the new
company. Our core values — the SPIRIT of Performance
— provide a sturdy framework upon which our new culture
can further develop. Change is difficult for some people.
But it’s clear we know where we’re going and how we’re
going to get there. The challenge now is developing a
passion within everyone to work together to achieve
common goals, and we’re seeing that start to happen.

Q How will ConocoPhillips distinguish itself from the
rest of the industry?

We are uniquely positioned to compete with the best-
performing companies in the industry and I’m excited
about the opportunities that lie ahead for ConocoPhillips.
When I look at the rest of the industry, I ask, “Are the
super majors going to be able to grow like they have in the
past?” I don’t think they can.

However, ConocoPhillips’ major opportunities still lie
ahead. We still have synergies to capture; the largest
companies have already completed their synergy capture as
a result of transactions, acquisitions or mergers. We have in
front of us the optimization of our portfolio and
improvement of our returns. We also have ahead the
improvement of our balance sheet, which we know how to
do and will do. Looking at our upstream portfolio and the
relationship of reserves to production, we have one of the
best positions in the entire industry and we have some

J.J. Mulva, President and Chief Executive Officer

upside potential with projects like the Mackenzie Delta in
Canada and Kashagan in the Caspian Sea. We have a good
mix of short-, medium- and long-term opportunities.

We’re a big company and we can compete with the
largest companies in the industry for substantial projects,
but we’re not so large that big projects and significant
discoveries don’t have an impact. The largest companies
must have many large projects to see any significant
difference in earnings. One large project is still enough to
significantly impact our earnings.

As we do what we’ve said we’ll do — capture synergies,
build long-term relationships, control costs, optimize
capital spending, improve the portfolio and execute our
growth programs — we can close the gap between us and
our strongest competitors on return on capital employed
and drive a much stronger share price. Our management
team has the know-how, the commitment and the capability
to deliver.

Q How will you improve returns when production is
declining?

Right now, our production is declining as we rationalize
our portfolio to ensure we have the assets we want for the
long term. As we continue to high-grade the portfolio and
sell non-strategic assets over the near term, we will lose
production. We are positioning our portfolio in 2003, then
from 2003 to 2005 we expect our production to increase as
some of our substantial developments come online, like the
Bayu-Undan field in the Timor Sea and the Magnolia field
in the Gulf of Mexico.




Q What is the political risk profile for ConocoPhillips?

A majority of our assets and production is based in
stable areas such as North America and the North Sea.
Approximately 80 percent of our production comes from
Organization for Economic Cooperation and
Development member countries. However, as one of the
largest foreign oil companies operating in Venezuela, we
felt the effects of the general labor strike that took place
there. Our production was halted in December after the
strike began and has since come back online, but at lower
levels than before the strike. Our Commercial group was
successful in acquiring alternate feedstock supplies for
our Lake Charles, La., and Sweeny, Texas, refineries that
normally process Venezuelan crude oil.

We also have interests in the Middle East and
Indonesia. We hope to become a bigger player in the
Middle East through our participation in Core Ventures
1 and 3 of the Kingdom of Saudi Arabia’s Natural Gas
Initiative.

Q How can shareholders be assured that
ConocoPhillips’ finances and accounting practices are
sound?

It is the company’s policy that its financial disclosures
be accurate and complete, made on a timely basis and
fairly present the company’s financial condition, results of
operations and cash flows. To assist in fulfilling this
responsibility, we established a Disclosure Committee this
year comprised of members of senior management and
chaired jointly by the chief financial officer and the
general counsel. The committee establishes and monitors
the company’s disclosure controls and procedures,
reviewing and supervising the company’s reports to the
U.S. Securities and Exchange Commission (SEC),
financial press releases and presentations to the
investment community. I periodically meet with the
committee to discuss the company’s SEC filings and the
certifications that have to be filed with them.

0 What are the criteria for divesting assets?

On the upstream side, we target mature assets with
higher costs and limited upside potential, and investment
opportunities that do not meet our finding and
development cost metrics or our return criteria. Those
assets will have difficulty attracting capital funding, and
are likely worth more to another company that will accept
lower returns and fully develop the properties. We also
consider whether we have critical mass or other
competitive advantages that will allow us to be the low-

cost producer in an area. If an asset does not have a
competitive cost structure and does not have development
potential at acceptable returns, it should be sold, with the
proceeds used to pay down debt or reinvested in higher-
return projects. We’ve already divested some of our lower-
performing Exploration and Production assets in Canada
and the Netherlands, and further upgrading of our upstream
portfolio is ongoing.

Downstream, our asset divestiture program for 2003 is
focused on retail assets. Retail gasoline and convenience
store sales is a competitive business, with lower returns,
and we would like to redeploy capital from this segment
into higher returning upstream assets, while continuing to
efficiently run our refining network and the wholesale
channel of trade.

Q What are your plans for Midstream?

We believe strongly in the benefits of integration, and
we like our joint-venture position in Duke Energy Field
Services, LLC (DEFS). Conoco brought midstream assets
into the merger in some of the same areas where DEFS
operates. We do not have an optimum midstream structure
today. We have an opportunity to improve our midstream
position, but there is no requirement to get out of either
business or to put any assets into DEFS. We have complete
flexibility in this situation and we are evaluating how
we can better jointly work this midstream position to
improve returns.

Q What’s next for ConocoPhillips? Are there any more
major acquisitions, mergers or joint ventures on the
horizon?

We do not need to do any significant acquisitions or
transactions to enable us to be competitive with the largest
companies in the industry. Do we have a lot of work to do?
Yes. Can we improve our performance? Yes. But a large
transaction is not necessary to rebalance our portfolio or to
accomplish our objectives. That’s not to say that if the right
opportunity came along we wouldn’t take a look at it, but
we don’t feel we’re required to do something else to be
competitive. It is important that we continue to capture the
full value of past acquisitions and joint ventures, but more
importantly, we need to capture the full value of the merger
of Conoco and Phillips.
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Sprays of water from a tugboat
punctuate a milestone for the
Bayu-Undan development — the
completion and tow out of the first
wellhead platform. The project is just
one example of ConocoPhillips’ ability
to manage large, technically complex
crude oil and natural gas developments.
Located in the Timor Sea, Phase |
production from Bayu-Undan is
expected to begin in 2004 and average
32,900 net barrels of condensate and
liquefied petroleum gas per day.

rom the Timor Sea to New Jersey, ConocoPhillips’ operations span

the globe and the full scope of the energy industry. The company’s

business units are pursuing different strategies to achieve the
same goal: stronger financial returns. Upstream, the company is building
on a foundation of large, profitable crude oil and natural gas projects.
Downstream, the company is focused on operating efficiently to squeeze
the maximum value from every barrel of oil it processes and markets.



Exploration and Production

Pursuing Legacy Assets
and Lower Costs

Exploration and Production’s (E&P) strategy for
improving returns is focused on developing legacy assets
while applying a disciplined approach to costs, capital
spending and portfolio management.

“Legacy assets are large oil and gas projects that can
generate strong returns over 10 to 20 years or more and have
the potential to generate new opportunities,” explains Bill
Berry, executive vice president of E&P.

The focus on large, profitable and sustainable assets will
help lower costs, as well as guide the company’s capital
spending decisions. ConocoPhillips already has begun
evaluating its E&P portfolio and has been divesting the
smaller, nonstrategic assets. At year-end 2002, E&P had
completed more than $600 million of its goal of $1.5 billion
to $2 billion worth of asset sales by the conclusion of 2003.

In addition to its portfolio of legacy assets, ConocoPhillips

is pursuing several exploration opportunities around the
world.

Most of ConocoPhillips’ exploration resources are
committed to large, low- to medium-risk opportunities in

Alaska Maintains Production, Keeps Costs Flat
ConocoPhillips’ objective in Alaska is to maintain net
production between 375,000 and 400,000 barrels of oil
equivalent per day (BOEPD) while keeping production
costs flat per barrel. “Maintaining flat operating costs isn’t
easy, but we achieved it in 2002, and we’ll continue
pursuing it as our goal in 2003,” says Kevin Meyers,
president of ConocoPhillips Alaska.

To maintain production, the company plans to enhance
recovery in the three large, existing production areas on
the North Slope — Prudhoe Bay, Kuparuk and the Western
North Slope. Focused exploration drilling and further
development of satellites near existing fields also are
expected to help maintain production.

Prudhoe Bay has the largest reserve base and is the
most mature of the three North Slope production areas.
Net production from the Greater Prudhoe Bay Area in
2002 averaged 189,000 BOEPD. “Our challenge at
Prudhoe Bay is to manage production decline and costs as
the area ages,” says Meyers.

proven and emerging exploration plays such as the Norwegian
Sea, Caspian Sea, deepwater Gulf of Mexico and Niger Delta.
In addition, the company continues to fund the best
opportunities near its existing, high-value fields, and a limited
number of high-value, higher-risk opportunities in frontier
basins.

“We’re developing a stronger, more focused portfolio
going forward — one that is better positioned in key areas
with a more consistent delivery,” says Berry.

Development of new satellite fields and the heavy-oil
West Sak field will sustain production from the Greater
Kuparuk Area. The Palm exploration discovery, which is
being developed as an extension of the Kuparuk field,
began production in November at a net rate of 6,000
barrels of oil per day (BOPD) through the end of 2002.
The Greater Kuparuk Area includes four company-
operated satellite fields, with net production of 104,000
BOEPD during 2002.

The Alpine field and five potential satellites drive
growth in the Western North Slope area. ConocoPhillips
expects to sanction the first expansion of the Alpine
facilities in early 2003. In 2002, net production from
Alpine was 63,000 BOPD.

The company also operates in the Cook Inlet, where net
natural gas production was 166 million cubic feet per day
(MMCEFD) in 2002.

Polar Tankers Inc., a ConocoPhillips wholly owned
subsidiary, operates a fleet of five vessels used to transport
the company’s Alaska crude oil production to refineries on
the U.S. West Coast and Hawaii. The double-hulled crude
oil tanker Polar Resolution was brought into service in
2002, joining the Polar Endeavour tanker that began
service in 2001. Three more Endeavour Class double-
hulled tankers are scheduled to join the fleet over the next
three years.

Global Operations Produce Results, Additional Opportunities
The Americas

In North America, the company’s portfolio stretches from
Alaska, where it is a major producer, through Canada to
Texas and the deepwater Gulf of Mexico. In South America,
the company has a significant presence in Venezuela.

W.B. Berry, Executive Vice
President, Exploration and
Production
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Company Pursuing Arctic Gas Developments
ConocoPhillips and its co-venturers are studying the
economic viability of two projects that could transport Arctic
natural gas to markets in North America. One project would
originate in Canada’s Mackenzie Delta and the other would
bring gas from Alaska’s North Slope. “We believe there will
be a sufficient supply gap in the North American gas market
to support both projects,” says Berry.

ConocoPhillips and its co-venturers expect to file a
preliminary information package for the Mackenzie Delta
project with regulators in early 2003. Both federal enabling

and fiscal legislation on the Alaska project are being pursued.

Focusing on Value in Canada
In Canada, ConocoPhillips is shifting from short-life, high-
decline fields to longer-life, low-decline fields in the
conventional basin, oil sands and Mackenzie Delta.
Development is continuing on schedule for the Surmont
and Syncrude oil sands projects, as well as the Parsons Lake
gas project in the Mackenzie Delta. “We have to do a lot of
things right to be successful in Canada,” says Henry Sykes,

Exploration geologist Bob Swenson
examines rocks for clues that could lead to a
new crude oil or natural gas discovery on
Alaska’s North Slope. Years of data collection
may take place before the company
determines an area could be a potential
source of hydrocarbons and begins
exploration drilling.
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ConocoPhillips is planning future growth in
the North Sea around two key legacy assets:
the Britannia gas field (below) and the
Greater Ekofisk Area crude oil and natural
gas development. The merger combined
Conoco’s and Phillips’ interests in Britannia,
giving ConocoPhillips a 58.7 percent interest.




president of ConocoPhillips Canada. “We’re focused on
value, not volume. We plan to reduce our operating costs
significantly and sell more than $300 million of our
nonstrategic conventional properties.”

Following the merger, net production from Canada
averaged 89,000 barrels of liquids per day (including
Syncrude) and 468 MMCEFD of natural gas.

Lower 48: Legacy in Onshore Gas, Future in
Deepwater

ConocoPhillips has a legacy position in Lower 48 natural
gas production, with daily net production at year-end of
approximately 1.4 billion cubic feet primarily from four
areas: San Juan Basin, Texas Panhandle, Permian Basin
and South Texas.

“Our strategy is to efficiently exploit the company’s
low-cost onshore leasehold position in the Lower 48, says
Jim McColgin, president of U.S. Lower 48 and Latin
America. “However, as production declines onshore,
ConocoPhillips is looking to the deepwater Gulf of Mexico
for future growth.”

At year-end, the company held interests in 391 blocks
in the Gulf of Mexico, and exploration drilling was under
way in several blocks. In addition to exploration drilling,
development drilling is ongoing in the Magnolia and
Princess fields, and appraisal drilling is under way on the
K2 discovery.

ConocoPhillips has a 75 percent interest in and is the
operator of the Magnolia field, expected to come online in
late 2004. A tension-leg platform will produce oil and
natural gas from the field in nearly 4,700 feet of water —
a record depth for this type of floating structure.

ConocoPhillips has a 16 percent interest in Princess, a
low-cost subsea development that produces through
facilities in the nearby Ursa field. Princess came onstream
in 2002 and will achieve peak net production of 6,500
BOEPD by 2004.

The company has a nonoperated interest of
18.2 percent in the K2 field. Discovered in 1999, the
field is under appraisal.

Pursuing Production in Venezuela’s Orinoco Oil Belt
and Offshore

ConocoPhillips has a sizeable ownership position in two
of the four heavy-oil projects in Venezuela’s Orinoco Oil
Belt — Petrozuata and Hamaca — as well as a promising
discovery located offshore.

A national labor strike temporarily shut down
Petrozuata and Hamaca operations from December into
February. Prior to the shutdown, combined net production
from the projects was approximately 78,000 BOPD. Both
projects resumed limited operations in February.

Petrozuata, a joint venture with Petroleos de Venezuela
S.A. (PDVSA), began production in 1998. Hamaca, a joint
venture with PDVSA and ChevronTexaco, began
production in 2001 and is expected to increase its net
production to 60,000 BOPD after construction of the
upgrader facility is completed in late 2004. ConocoPhillips
is evaluating the option to add a second upgrader — a
move that could potentially double Hamaca’s production.

Offshore Venezuela, ConocoPhillips is pursuing the
development of the Corocoro field in the Gulf of Paria.
Full government approval of the project is expected in
2003, with the first phase of production expected to begin
in 2005. Two exploration wells are planned to assess
additional opportunities in the Gulf of Paria in 2003.

Europe, Russia and Caspian

In Europe, ConocoPhillips’ largest asset concentration is
located in the North Sea. Elsewhere in the region, the
company looks to the Russian Arctic and the Caspian Sea
for future production growth.

Legacy Assets Anchor North Sea Production

While the North Sea is a mature area, ConocoPhillips
expects to grow production around its largest North Sea
legacy assets: the Britannia gas condensate field in the
UK. and the Greater Ekofisk Area in Norway.

“Britannia and Ekofisk provide a significant production
base that will allow us to capture new growth opportunities
in the North Sea,” says Steve Theede, president of Europe,
Russia and Caspian. “Both have substantial proved
reserves and production life remaining. We expect North
Sea production to increase through a combination of new
opportunities, enhanced recovery at Ekofisk and new
Britannia satellites.”

Net production in 2002 from the Greater Ekofisk Area
in the Norwegian North Sea increased to 127,000 barrels
of liquids per day and 133 MMCFD of natural gas. An
optimization plan for the Ekofisk field was submitted for
review to the Norwegian government in December.
ConocoPhillips has a 35.11 percent interest in Ekofisk.

In December, cumulative gross gas production from the
Britannia field in the U.K. North Sea reached 1 trillion
cubic feet since the field’s startup in 1998. The company is
assessing the development of the Britannia satellite fields
Callanish and Brodgar, which could come online as early
as 2006. ConocoPhillips has a 58.7 percent interest in
Britannia.

Development of the Clair field continues, with the first
phase of production expected in 2004. Clair is located on
the UK. continental shelf and has net proved reserves of
24 million barrels of petroleum liquids.
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In Vietnam, ConocoPhillips is a major
acreage holder with more than 3 million net
acres under license. The company installed
two new wellhead platforms at the Rang
Dong field (above) in 2002, increasing field
production by 80 percent.

Two of the five satellites in the Caister Murdoch System
III natural gas development in the UK. North Sea began
producing in 2002. The Hawksley field came onstream in
September and the Murdoch K field followed in December.
Peak net production from the two fields was 175 MMCFD
of gas at year-end.

The Jade field in the UK. North Sea came onstream in
February 2002 and reached peak production in July. Net
production was 62 MMCFD of gas and 5,200 BOPD at the
end of 2002.

In 2002, ConocoPhillips increased its interest from
18.3 percent to 24.3 percent in the Heidrun oil and natural
gas field offshore Norway in the Norwegian Sea.

Russian Satellite Field Comes Onstream
ConocoPhillips, through its 50 percent interest in the Polar
Lights joint venture, produces from two fields in the
Timan-Pechora region — one of Russia’s major
hydrocarbon basins. The Ardalin field came onstream in
1994, and a satellite field — Oshkotyn — began
production in June 2002. Net production from the joint
venture was 13,500 BOPD for the last four months of
2002. The company also is pursuing other development
opportunities in the Timan-Pechora region.

Kashagan Discovery Declared Commercial

An asset of world-class dimensions, the Kashagan
discovery in the Caspian Sea was declared commercial in
June 2002. An active exploration program continues while
the joint-venture companies pursue approval of the initial
phase of development. ConocoPhillips has an 8.33 percent
interest.

A second discovery was made in the Caspian Sea near
the Kashagan field in October. The Kalamkas-1 discovery
was the first exploration well on the Kalamkas prospect.
Evaluation of this discovery is under way.

Asia Pacific

In the Asia Pacific region, ConocoPhillips has an excellent
inventory of large, long-lived grassroots development
projects, as well as exploration positions in eight countries.

First Oil from China’s Bohai Bay

Oil production from the Peng Lai 19-3 field in China’s
Bohai Bay began in late December. Phase I development
utilizes one 24-slot wellhead platform and a floating
production, storage and offloading facility. By the end of
January 2003, the field was producing at a net rate of
8,200 BOPD. Net production is expected to reach 17,500 to
20,000 BOPD.

16 ConocoPhillips 2002 Annual Report



Phase II development plans are under way and will
incorporate knowledge gained from the Phase I drilling and
production results. Exploration drilling in the Bohai block
will continue in 2003.

Gas Key to Growth in Indonesia

ConocoPhillips’ growth in Indonesia is anchored by

five major long-term gas contracts, two from its fields in
Block B of the Natuna Sea and three from its fields
onshore Sumatra.

Gas deliveries from Block B to Singapore began in
2001, while deliveries to Malaysia began in August 2002.
Development of the Belanak field is under way, with first
production expected in late 2004. Belanak will support the
Block B gas contracts, as well as increase oil and gas
liquids production.

ConocoPhillips will begin delivering gas from Sumatra
to Singapore in late 2003, following the completion of a
pipeline. Ongoing development of the Suban field in South
Sumatra will provide for additional gas contracts.

Net production in Indonesia averaged 14,700 BOPD and
217 MMCFD of gas for the last four months of 2002.

Growth Continues in Vietnam

ConocoPhillips holds a significant working interest in six
blocks and a pipeline offshore Vietnam. Two new wellhead
platforms in the Rang Dong field boosted production

from the field by 80 percent. Net production averaged
12,400 BOPD at year-end. Development continues on the
nearby Su Tu Den discovery with first production expected
in 2004. The Su Tu Vang discovery is under appraisal.

Bayu-Undan Project Taking Shape

Bayu-Undan, a major natural gas and gas liquids
development in the Timor Sea, is being developed in two
phases. Phase I is a gas recycle project that will produce,
separate, store and export liquefied petroleum gas and
condensate. Phase Il is a gas export project that includes
the sale of liquefied natural gas (LNG) into Japan.

Net daily production from Phase I is expected to
average 32,900 barrels of condensate and liquefied
petroleum gas in 2004. A wellhead platform was placed on
site in 2002, and a new floating storage and offloading
(FSO) facility will be towed to the field in mid-2003.
Product will be offloaded from the FSO to shuttle tankers
for shipment to markets throughout Asia.

In March 2002, ConocoPhillips signed an agreement
with two Japanese utilities for the sale of 3 million tons of
LNG per year for 17 years. This sales agreement allows the
company to move ahead with Phase II of the project once
the remaining legal, regulatory and fiscal issues
are resolved.

Elsewhere in the Timor Sea, ConocoPhillips and its
co-venturers continue to evaluate commercial development
options for the natural gas and associated liquids from the
Greater Sunrise fields.

Africa and the Middle East
ConocoPhillips has promising growth opportunities in both
Africa and the Middle East.

Natural Gas and Exploration Opportunities in Nigeria
“Nigeria has been a strong producer for the company
since the 1970s,” says Henry McGee, president of Middle
East and Africa. “Our strategy is to commercialize more
of the area’s substantial gas resources using our
proprietary LNG technology, as well as explore for new
opportunities offshore.”

A new LNG facility near the Brass River crude
oil terminal could come onstream as early as 2008.
Nigeria maintained its net production in 2002, averaging
38,200 BOEPD.

Discovery Made Offshore Cameroon

ConocoPhillips made a discovery offshore Cameroon in
December. The Coco Marine No. 1 exploratory well
reached maximum daily flow rates of 3,000 barrels of
34-degree API gravity oil and 1.8 million cubic feet of gas
during a drill stem test. ConocoPhillips and its co-venturer
plan to evaluate this discovery and other identified leads in
the license area.

Middle East Offers Legacy Potential

ConocoPhillips has several initiatives under way to

expand its position in the Middle East, including its
participation in Core Ventures 1 and 3 of the Kingdom of
Saudi Arabia’s Natural Gas Initiative. ConocoPhillips has a
15 percent interest in Core Venture 1 and a 30 percent
interest in Core Venture 3. Discussions with the Saudi
government are ongoing.

E&P Results 2002 2001
Net income (MM) $1,749 1,699
Worldwide crude oil production (MBD) 682 563

Worldwide natural gas production (MMCFD) 2,047 1,335
Finding and development costs ($/BOE)* $ 4.31 3.39

*Five-year average.

E&P earnings improved primarily due to additional volumes after the

merger and slightly higher realized worldwide crude oil prices, partly
offset by a drop in the average U.S. Lower 48 natural gas price.
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Refining and Marketing

A Global Downstream

Leader Emerges

With the completion of its merger of equals in 2002,
ConocoPhillips combined two strong organizations to create
one of the largest downstream businesses in the world.

The company’s global refining business includes interests
in 18 refineries with a crude oil refining capacity of
2.6 million barrels per day (BPD). The marketing
organization includes branded outlets in the United States,
Europe and Asia. A comprehensive global transportation
network, including shipping and pipelines, supports the
refining and marketing assets.

Jim Nokes, executive vice president of ConocoPhillips’
global downstream business, believes that highly capable
people are the most valuable assets realized in the merger.
“The merger created a strong business for ConocoPhillips,”
says Nokes. “But it’s our people that make the difference.
They have the talent, experience and dedication required to
make it successful.”

Following the merger, the downstream organization has
focused on integrating assets to maximize their combined
capabilities. Nokes expects ConocoPhillips” downstream
organization to generate $470 million in annual synergies, a
135 percent increase over the original synergy target of
$200 million.

The downstream organization has a straightforward
strategy for achieving first-quartile performance. Says
Nokes, “We will continue our relentless pursuit of operating
excellence and a low cost structure, while leveraging
integration within our global organization and with
ConocoPhillips’ Exploration and Production segment.”

The downstream organization also plans to utilize in-
house research and development capabilities to capitalize on
proprietary desulfurization technology, as well as its
expertise in alkylation and coking. ConocoPhillips’ strong
technology and engineering resources will help deliver low-
cost solutions as the company moves toward increasing its
clean fuels production.
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Jim W. Nokes, Executive Vice
President, Refining, Marketing,
Supply and Transportation

ConocoPhillips is developing regional strategies within the
United States to integrate its refining base with key marketing
and transportation operations. The effort is focused on
creating a sustainable, cost-competitive supply of fuels to
ConocoPhillips’ customers and improving the company’s
competitive position in each region.

“These strategies will enable us to improve our return on
capital employed and create strong cash flow for
ConocoPhillips,” adds Nokes.

Refining Gearing Up for Cleaner Fuels

In the United States, the merger brought together a network of
12 ConocoPhillips refineries with a total crude oil throughput
capacity of some 2.2 million BPD, excluding refineries in
Denver, Colo., and Woods Cross, Utah, that the company is
divesting as part of an agreement with the U.S. Federal Trade
Commission. Internationally, the merger resulted in
ConocoPhillips having ownership or interest in six refineries
in Europe and Malaysia.

The geographic diversity of ConocoPhillips’ refineries
helps set the company apart from its competitors, especially in
the United States. For example, ConocoPhillips benefits from
having its refineries located throughout the country, which
allows the company to take advantage of market opportunities
wherever they occur.

Coking units at several of the company’s refineries enable
ConocoPhillips to process large volumes of heavy, high-sulfur,
lower-cost crude oils. This capability helps mitigate the impact
of fluctuations in crude oil prices and gives ConocoPhillips an
advantage over other refiners that have limited flexibility in
the types of crude oils they can process.

ConocoPhillips is benefiting from recent and ongoing
improvements at its refineries. Work progressed throughout
2002 on two major projects. A new fluid catalytic cracking
unit expected to be fully operational in the second quarter of
2003 at the Ferndale, Wash., refinery will enable it to
significantly improve gasoline production per barrel of crude
oil input. A new polypropylene plant that became operational
in March 2003 at the Bayway refinery in Linden, N.J., is
capable of upgrading chemical feedstocks produced there into
775 million pounds per year of plastic resins used to
manufacture automotive parts, textiles, films, carpets and
other products.

The company is well under way with a program to meet
regulatory clean fuels requirements throughout its refining
system. The company plans to spend approximately




$400 million per year for the next two years on clean fuels
projects in the United States and already is well ahead of
regulatory mandates for clean fuels specifications in Europe.

A major expansion of the alkylation unit at the Los
Angeles, Calif., refinery was completed in the first quarter of
2002, increasing its ability to produce non-MTBE (methyl
tertiary-butyl ether) gasoline. Construction of a new ultra-low-
sulfur diesel project is expected to begin in the second half of
2003 at the company’s San Francisco, Calif., refinery
complex. The project will help improve air quality while
making the refinery more efficient and competitive. The
project also will enable the refinery to more efficiently
process crude oil from the company’s operations on Alaska’s
North Slope. A clean fuels project that will allow the Humber
refinery in the United Kingdom to produce more ultra-low-
sulfur gasoline is scheduled for completion by mid-year 2003.

ConocoPhillips’ clean fuels initiatives also are enhanced by
the company’s proprietary S Zorb™ Sulfur Removal
Technology (S Zorb). A 6,000-BPD S Zorb gasoline unit at
the company’s Borger, Texas, refinery demonstrates the
effectiveness of S Zorb to other refiners interested in licensing
the technology. ConocoPhillips is building a larger S Zorb
gasoline unit at its Ferndale, Wash., refinery.

Tom Nimbley, president of North America Refining, says
the company intends to be the best refiner in the industry by
making each of its refineries first-quartile performers.

Part of the San Francisco, Calif., refining
unit, the Santa Maria facility is one of several
ConocoPhillips refineries with coker units.
The ability to produce petroleum coke
enables ConocoPhillips to take advantage of
lower-cost, heavy, high-sulfur crude oils.
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ConocoPhillips’ marketing efforts rely on the strength of well-
known brands such as Conoco and Phillips 66, and long-term
relationships with independent marketers, like Jerry Perry (right) of
Grace Petroleum in Carthage, Mo. Perry has marketed fuels and
lubricants under both brands for more than 50 years. “We always
felt we were working with the two best companies in the business,”
says Perry. “With the combination of their marketer programs, we
think we’re working with a truly great company.”

“To make our goal a reality, ConocoPhillips must be a
safe, reliable and environmentally responsible operator,”
says Nimbley. “We will maintain a competitive edge by
processing lower-cost crude oils and by utilizing our
integrated network and commercial expertise to maximize
our return on assets.”

Marketing Builds Strength Through Wholesale Network
The merger created a global marketing network of 17,000
branded outlets, including almost 14,000 in the United
States and some 3,000 in Europe and Asia, excluding those
sites recently announced for divestiture.

In the United States, the company’s marketing assets,
like its refining assets, are located in each major region,
with outlets in 48 states. An extensive network of marketers
and dealers operates more than 95 percent of these outlets.

ConocoPhillips primarily markets gasoline under three
U.S. brands: Conoco, Phillips 66 and 76. Conoco and
Phillips 66 are strong brands in the Midcontinent, the
Rockies and parts of the Southeast, while the 76 brand is
popular on the West Coast.

Internationally, the company applies a strategic niche
marketing approach to outperform the competition. In
Europe, the company’s low-cost, high-volume network of
some 2,900 outlets, primarily Jet branded, is supplied
mainly by ConocoPhillips’ Humber refinery in the
United Kingdom and the MiRO refinery in Karlsruhe,
Germany — historically two of the most efficient refineries
in Europe. ConocoPhillips markets under the Jet brand at
137 retail outlets in Thailand, where the company has
captured 6 percent of the retail market. The company also
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is developing a network of outlets under the ProJET brand
in Malaysia.

Marketing is delivering synergies through consolidating
staffs and administrative offices, implementing best
practices, and finding more effective ways to utilize
advertising, promotion and support programs. The company
has made a strategic decision to focus its marketing efforts
on wholesale and commercial customers. As part of an
overall disposition program directed at reducing downstream
assets by $1.5 billion to $2 billion over the next 18 months,
ConocoPhillips plans to sell a large number of its
retail stores.

Building on a long tradition, ConocoPhillips will
continue to strengthen its relationships with independent
marketers and provide ways to help improve their
profitability and financial strength. Because the company’s
portfolio includes strong regional brands, it makes strategic
sense to move much of the company’s fuels products
through the wholesale channel.

According to Mark Harper, president of Wholesale
Marketing for North America, ConocoPhillips intends to
be an extremely reliable, low-cost supplier of quality
products and efficient, value-adding systems to support its
historic brands.

“We can’t be successful unless our marketers and dealers
also are financially sound,” Harper says. “We are committed
to becoming an even more customer-focused, value-adding
supplier for our marketers and dealers.”

One example of the company’s commitment to
helping its marketers and dealers improve their
profitability is a proprietary extranet Web site that provides
quick, easy access to electronic forms, policies and
guidelines related to each brand. This business-to-business
sharing of electronic information streamlines
communication, saving time and money.

Specialty Products Diversify Downstream Portfolio
ConocoPhillips manufactures and globally markets a
number of high-value specialty products. These products
include finished lubricants, specialty petroleum coke,
proprietary pipeline flow improvers and solvents.




The company markets lubricants under the Conoco,
Hydroclear, Phillips 66, 76 and Kendall brands in the
United States and in more than 40 other countries. The
combination of the lubricant businesses has resulted in
ConocoPhillips becoming the fourth-largest U.S. lubricant
supplier. The company markets through a network of
petroleum marketers, and directly to original equipment
manufacturers, large end-users, retailers and installers.

ConocoPhillips is a co-venturer in Penreco, a worldwide
specialty products company manufacturing specialty oils for
a variety of industries, including food, pharmaceuticals,
cosmetics and household products. Penreco also markets
specialty solvents and process oils.

Additionally, ConocoPhillips is a co-venturer in the
Excel Paralubes base oil facility located in Lake Charles,
La. This world-class facility produces almost 330 million
gallons per year of high-quality base oils used in making
lubricants.

With production sites in North America and Europe,
ConocoPhillips is a major producer of high-value, premium
grade petroleum coke, used in the steel and aluminum
industries. “Our coke production capability provides
significant economies of scale and logistical advantages
relative to our competitors,” says Carin Knickel, president
of Specialty Businesses. “Production facilities that are
integrated with the company’s refineries — coupled with
our proprietary technology — provide low operating costs
and high-quality products to global customers.”

Transportation Focused on Lower Costs

In the United States, ConocoPhillips’ refining and
marketing assets are linked through a transportation network
of some 31,500 miles of crude oil, raw natural gas liquids
and refined products pipelines, 82 terminals and a
complement of truck and rail facilities. The company also
operates a domestic barge and international marine business
and maintains an unwavering commitment to safe,
environmentally responsible operations.

In support of its U.S. refining operations, ConocoPhillips
charters a fleet of 15 double-hulled crude oil tankers, with
capacities ranging from 650,000 to 1.1 million barrels. In
addition, the company has agreements for the long-term

chartering of five double-hulled crude oil tankers that are
currently under construction to replace older vessels that
supply its U.S. East Coast refinery operations. Delivery is
expected in the second half of 2003.

These combined transportation assets provide strategic
opportunities to reduce refinery crude oil costs and
improve regional integration between ConocoPhillips’
refineries and its marketing network. The company’s
transportation infrastructure gives it the flexibility to
provide cost-effective supply alternatives in response to
changing market conditions.

“Our primary focus always is on providing safe, reliable,
cost-effective and environmentally responsible
transportation solutions for ConocoPhillips,” says Steve
Barham, president of Transportation.

R&M Results 2002 2001
Net income (MM) $ 143 397
Worldwide crude oil throughput (MBD) 1,813 706
U.S. petroleum products sales (MBD)* 2,096 933

International petroleum products sales (MBD)* 162 10
*Excludes spot market sales.

R&M earnings declined as the addition of the Conoco assets was

more than offset by lower refining margins along with asset
impairments.

The company’s Humber refinery in the United Kingdom is one of
the most advanced in Europe. Since it was built in 1969,
approximately $750 million has been invested to enhance
efficiency, safety and environmental protection. Additions in
recent years include a vacuum distillation unit to process high-
acid crude oil from the latest generation of North Sea fields; a
wastewater plant to clean up discharges from the refinery; and a
clean fuels plant producing ultra-low sulfur fuels years ahead of
European legislation.
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Midstream

Working to Get More From
Midstream Assets

ConocoPhillips’ Midstream assets include the company’s
30.3 percent interest in Duke Energy Field Services, LLC
(DEFS), one of the largest natural gas and gas liquids
gathering, processing and marketing companies in the
United States, as well as other midstream assets held by
ConocoPhillips. Midstream gathers natural gas, processes it
to extract natural gas liquids, and markets the remaining
residue gas to electrical utilities, industrial users and gas
marketing companies.

In 2002, DEFS had throughput of 7.4 billion cubic
feet per day (BCFD) of raw natural gas and extracted
392,000 barrels per day (BPD) of natural gas liquids
(NGL). ConocoPhillips’ share of raw gas throughput was
2.2 BCFD, while its portion of NGL extracted was
119,000 BPD.

DEFS is focused on optimizing its large, strategically
located asset base in the face of weak economic conditions
throughout the midstream energy business.

“With market conditions extremely challenging,
including average NGL prices about 15 percent below the
previous year, DEFS is working to make the most of its
existing assets,” explains Jim Mogg, chairman, president
and chief executive officer of DEFS. Optimization efforts
in 2002 included reducing capacity restraints at some
plants, upgrading compressor stations and generally
improving the efficiency of gathering systems.

Says Mogg, “Our gathering and processing systems,
which grew rapidly through acquisitions and expansions
from 1999 to 2001, have propelled DEFS to become a
major player in virtually every area where we operate with

Midstream Results* 2002 2001
Net income (MM) $ 55 120
Natural gas liquids average sales price ($/BBL)
Consolidated $19.07 —
Equity $15.92 18.77
Net natural gas liquids extracted (MBD) 156 120

*The Midstream segment includes ConocoPhillips’ 30.3 percent
interest in Duke Energy Field Services, LLC. It also includes
company-owned natural gas gathering and processing operations,
and natural gas liquids fractionation and marketing businesses,
following the merger on Aug. 30, 2002.

The addition of the Conoco midstream operations was more than
offset by a decline in DEFS’ net income as a result of a drop in DEFS’

natural gas liquids prices and higher operating expenses.

the exception of Canada, where we plan to grow. Our focus
is from Alberta, Canada, to Mobile Bay, Alabama.”

DEFS significantly increased its presence in the eastern
Gulf of Mexico in 2002 with the acquisition of a one-third
interest in Discovery Producer Services. Discovery serves
both shallow and deepwater producers with gathering lines,
processing facilities and a large interstate pipeline
extending from near New Orleans, La., to the outer
continental shelf. Discovery also operates a fixed-leg
platform and gathering lines to serve productive deepwater
Gulf of Mexico areas including Green Canyon, Mississippi
Canyon, Ewing Bank and Atwater Valley.

As part of its program to optimize and rationalize assets,
DEFS exchanged selected gathering and processing
interests with a Williams subsidiary. In exchange for its
interest in a processing plant and related gathering system
near Wamsutter, Wyo., DEFS obtained a gathering system
and three gas processing plants located in areas of
Oklahoma and Texas where DEFS already has a
strong presence.

The growth of DEFS is aided by its position as
general partner of TEPPCO Partners, L.P., a master
limited partnership. The partnership is involved in
petroleum transportation, storage and marketing,
petrochemical and natural gas liquids transportation and in
natural gas gathering. In addition to receiving TEPPCO
distributions, which rose significantly in 2002, DEFS is
paid to operate and commercially manage TEPPCO’s gas
gathering systems.

During the year, TEPPCO acquired the 800-mile
Chaparral NGL pipeline, which extends from West Texas
and New Mexico to Mont Belvieu, Texas, and the 170-mile
Quanah system, a West Texas NGL gathering system.

The partnership also purchased the Val Verde system in
New Mexico, which gathers and treats coal seam gas from
the prolific San Juan Basin. In addition, TEPPCO
undertook a major capacity expansion of its Jonah system,
which collects gas from the Green River Basin of
southwestern Wyoming.

Outside of its interest in DEFS, ConocoPhillips owns
and operates other assets in the Midstream business. These
assets include gas-gathering systems, processing plants,
fractionators and storage facilities in the United States,
Canada, Trinidad and the Middle East.

Ten owned and operated gas processing plants in the
United States and Canada have a combined net inlet




capacity of 2.97 BCFD of raw natural gas. Most of the
processed liquids are fractionated into components such
as ethane, butane and propane to be marketed as chemical
feedstock, fuel or blend stock. The company has interests
in seven fractionation facilities in the United States and
Canada, with a net capacity of 249,000 BPD. Natural
gas and NGL storage caverns are located in Louisiana,
Texas and Canada. ConocoPhillips also owns a small
equity interest in two additional processing plants in the
United States, as well as midstream assets in Trinidad
through a 39 percent equity interest in Phoenix Park Gas
Processors Limited.

In the Middle East region, the Des Gas plant in Syria is
complete, and ConocoPhillips is under contract to operate
the facility.

With a throughput capacity of
2.4 billion cubic feet per day,
ConocoPhillips’ Empress
plant in Alberta, Canada, is
one of the largest natural gas
processing facilities in North
America. The plant’s ability to
separate individual natural
gas liquids gives the company
a strong position in the
regional propane market.
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Chemicals

Chevron Phillips Chemical
Company Improves Results

ConocoPhillips’ joint-venture chemical company, Chevron
Phillips Chemical Company LLC (CPChem), is
successfully pursuing its goals of improving results and
becoming the safety pacesetter in the chemicals industry.

CPChem President and Chief Executive Officer Jim
Gallogly attributes the company’s improved results to a
focus on operational excellence, cost reduction, capital
stewardship, profitable growth and an organizational
commitment to continuous improvement.

Outstanding Safety Performance Aids in

Operational Excellence

CPChem is continuing its efforts to lead the chemicals
industry in safe and reliable operations. It posted a

30 percent improvement in its 2002 safety record and
dramatically improved plant reliability. Based on the
Occupational Safety and Health Administration recordable
incident rate, as benchmarked by the American Chemistry
Council, CPChem is now among the industry’s elite in
safety. Approximately one-third of CPChem’s
manufacturing facilities had no employee recordable
injuries during the year. “Every employee has
demonstrated a personal commitment to safety,” says
Gallogly. “When safety improves, reliability also
improves.”

Synergy Savings and Cost Reductions Continue

Since its creation in mid-2000, CPChem has continued to
realize significant savings. Cost reductions and capital
discipline are an ongoing focus of CPChem. The sustained
effort has captured in excess of $200 million of net

Chemicals Results* 2002 2001
Net loss (MM) $ (14 (123)
Major product production
Ethylene (MMIbs) 3,217 3,291
Polyethylene (MMlbs) 2,004 1,956

*The Chemicals segment consists of ConocoPhillips’ 50 percent interest
in Chevron Phillips Chemical Company LLC.

Though Chemicals’ earnings improved somewhat from 2001, the
worldwide chemicals business remains depressed due to weak

economic conditions resulting in a net loss for CPChem.

recurring annual synergies and cost savings, surpassing
the target of $150 million originally estimated when
CPChem was formed. “We have taken nothing for
granted in addressing our cost competitiveness,” says
Gallogly. “Our employees have enthusiastically embraced
this emphasis.”

Foundation For Growth

Laying a solid foundation for growth is key to CPChem’s
global strategy. Internationally, CPChem’s global reach
has been significantly extended by the recent dedication
of a world-scale petrochemical complex in Mesaieed
Industrial City, Qatar. The facility is designed to produce
1.1 billion pounds of ethylene, 1 billion pounds of
polyethylene and 100 million pounds of 1-hexene
annually. The facility will be operated by Qatar Chemical
Company Ltd. (Q-Chem), a joint venture of Qatar
Petroleum (51 percent) and CPChem (49 percent).

A second project, called Q-Chem II, will involve two
additional joint ventures in the State of Qatar. The first
venture, in which Qatar Petroleum holds a 51 percent
interest and CPChem has a 49 percent interest, includes
the construction of two ethylene derivative units adjacent
to the existing Q-Chem complex in Mesaieed Industrial
City. These polyethylene and normal alpha olefins
facilities will utilize proprietary CPChem technology. The
second joint venture, owned by Q-Chem II and Qatofin (a
joint venture of Atofina SA and Qapco) will involve the
construction of an ethane cracker to be located in Ras
Laffan Industrial City. The cracker will provide ethylene
feedstock to the derivative units. Final approval of the
project is anticipated in 2004, with startup expected in
2007. Together, the Qatar projects typify CPChem’s
strategy to secure advantaged feedstocks and achieve
greater global diversity.

CPChem has other expansion projects under way. The
Jubail Chevron Phillips (JCP) project is a joint venture
with the Saudi Industrial Investment Group to produce
styrene and propylene. JCP will be owned 50 percent by
CPChem and will be located adjacent to the existing
Saudi Chevron Phillips (SCP) Aromax® facility in Al
Jubail, Saudi Arabia. Plans call for the SCP plant to
provide benzene feedstock to the closely integrated JCP
facility. Final approval of the project is anticipated in late
2003, with startup expected in 2006.




CPChem is realizing significant results in its domestic
business as well. A modernization project of CPChem’s
styrene production facilities in St. James, La., was
completed in 2002. This plant expansion increased
capacity by approximately 25 percent and further enhanced
its cost position.

In a 50/50 partnership with BP Solvay, CPChem is
commissioning a 700 million-pound-per-year high-density
polyethylene plant at its Cedar Bayou facility in Baytown,
Texas. The new facility will use CPChem’s proprietary loop
slurry technology, and both companies will equally share the
capacity. It will be the largest single-loop production system
ever built.

In October 2002, CPChem announced plans to build a new
cyclohexane production facility at its Port Arthur, Texas, plant.
This project has received final approval and will increase the
cyclohexane capacity of the facility by 587 million pounds per
year. Construction is slated to begin in early 2003 with
completion and startup scheduled for early 2004.

“Going forward, these and other capacity expansions,
combined with continued attention to safety, reliability and
costs, position CPChem well for the future,” adds Gallogly.

CPChem employees Becky Rickett and Jesse Perez
review natural gas liquids status reports at
CPChem’s Sweeny facility in Old Ocean, Texas. The
Sweeny facility manufactures 4.1 million pounds of
ethylene and 1.1 million pounds of propylene per
year, used to make polymers and other products
from which many common consumer goods are
manufactured.
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Emerging Businesses

Technologies Position

ConocoPhillips for the Future

ConocoPhillips’ emerging businesses — including fuels
technology, gas-to-liquids, power generation and
emerging technologies — are closely aligned with the
company’s core businesses and provide future potential
growth opportunities.

Another emerging business, carbon fibers, was shut
down in early 2003 after a careful review of a number of
different continuation options and as the result of the
cumulative effect of market, operating and technology
uncertainties.

According to John Lowe, executive vice president of
Planning and Strategic Transactions, Emerging
Businesses has two primary areas of focus: monitoring all
the technological advances taking place in the industry
and finding low-cost options related to strategic
technology that can competitively position the company
over the next 10 to 20 years.

“We have a disciplined and consistent process for
prioritizing the funds we dedicate to emerging
businesses,” explains Lowe. “The opportunities must be
significant, we must have a core competency in the area
and we must feel that we can create a competitive
advantage. We must prove the technologies work before
we assume they can produce returns. We won’t invest
large amounts of money into any technologies until they
are proven and will provide returns that can compete with
upstream and downstream projects.”

S Zorb Units Will Produce Cleaner Fuels

ConocoPhillips is continuing to license its S Zorb™ Sulfur
Removal Technology to refiners. The company also is
generating additional value by applying the innovative
process within its own North America refining system.
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John E. Lowe, Executive
Vice President, Planning and
Strategic Transactions

“S Zorb is an effective technology for reducing the
amount of sulfur in transportation fuels,” says Brian Evans,
manager of fuels technology. “Potential customers include
any refiner that must meet impending government
requirements for lower levels of the pollutant in their
gasoline and diesel fuels.”

In 2002, several refiners in North America began
engineering work on S Zorb gasoline units. First production
from a non-ConocoPhillips S Zorb gasoline unit is expected
in 2004. Also, ConocoPhillips signed its first two combined
gasoline and diesel licenses with major refiners in Asia and
North America.

The company’s first S Zorb diesel unit is in the
planning stages at the Billings, Mont., refinery, and
construction is under way on an S Zorb gasoline unit at
ConocoPhillips’ Ferndale, Wash., refinery. S Zorb gasoline
units are being studied for the Sweeny, Texas, and Lake
Charles, La., refineries.

S Zorb has received accolades for its environmental
benefits, including the Texas Natural Resources
Conservation Commission’s Environmental Excellence
Award for Innovative Technology and Business Week's
Global Energy Award for Most Innovative Commercial
Technology.

New Plant Demonstrates Gas-to-Liquids Technology
Commissioning of the company’s new gas-to-liquids (GTL)
demonstration plant in Ponca City, Okla., will begin in
2003. The GTL process produces clean liquid fuels from
natural gas. Once the technology is proven, ConocoPhillips
will be capable of constructing full-scale GTL facilities.

“The successful operation of our new demonstration
plant using ConocoPhillips’ proprietary technology will
take the company to the next level by providing valuable
engineering and design data for a commercial-scale plant,”
says Jim Rockwell, manager of GTL.

In addition to providing data to be used in designing a
commercial-scale plant, the new demonstration plant will
allow potential joint-venture partners — primarily owners
of stranded gas reserves around the world — to fully
evaluate ConocoPhillips’ GTL technology. That technology
includes a unique synthesis gas process — the first step in
converting natural gas to a liquid — that has been
recognized as being more efficient and producing fewer
emissions than other processes currently available.




Power Projects Lower Costs and Leverage Gas Assets
“ConocoPhillips looks for opportunities to reduce costs,
improve reliability and increase integration,” says Mike
Swenson, manager of power, midstream gas and water.
“We can do this by integrating power projects with
upstream developments and through the development of
combined heat and power — or cogeneration — facilities
in conjunction with company sites, like the project under
way at the Humber refinery in the United Kingdom.”

A 730-megawatt cogeneration plant will supply steam
and electricity to the company’s Humber refinery. Excess
steam will go to a neighboring refinery and excess
electricity will be fed into the country’s national grid. The
plant also will have the design capacity to provide power
and heat to other companies in the area. The plant is
scheduled to come onstream in 2004.

Pioneering the Future of Energy

The role of emerging technologies is to develop strategic
new business opportunities that will provide growth
options for ConocoPhillips well into the future. The
emerging technologies portfolio includes a variety of
business ventures and technical programs that are
pioneering the future energy landscape, including
renewable energy, advanced refining processes, energy
conversion technologies and hydrocarbon upgrading
opportunities.

Ann Oglesby, manager of emerging technologies,
explains, “We start by identifying focus areas that include
markets, products or technologies that may be opportunity
areas for ConocoPhillips. Within a focus area, we assess
the commercial and technical issues that must be
addressed to lead to a successful business.”

ConocoPhillips uses small-scale plants to evaluate
and demonstrate the capabilities of its technologies.
The 6,000 barrel-per-day S Zorb gasoline plant (left)
at the Borger, Texas, refinery helps the company
license S Zorb Sulfur Removal Technology to other
refiners. A gas-to-liquids plant (above) expected to
start up this year at the Ponca City, Okla., refinery
will provide important data for building future
commercial-scale plants.

Emerging technologies follows a structured process for
screening opportunities and progressing those with the
most potential along a phased development program. Some
programs are based on internal research and development,
while others are developed jointly with third parties
including small and large companies, universities,
government and industry organizations. In all cases,
emphasis is placed on ensuring a sufficient strategic
business case to warrant development.

Emerging Businesses Results 2002 2001
Net loss (MM) $ (310) (12)

Emerging Businesses experienced increased costs from the addition
of Conoco’s gas-to-liquids, carbon fibers and power generation
activities. In connection with these activities, the loss in 2002
includes a $246 million write-off of acquired in-process research and

development costs related to Conoco’s natural gas-to-liquids and
other technologies. See page 44 in Management’s Discussion and
Analysis for further information.
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Commercial

Gaining the Most Value
from Supply and Demand

The Commercial organization was created to bring together
all of the company’s commodity supply chains into a global
commercial business. Commercial generates value by
optimizing the commodity flows of the upstream and
downstream businesses, including nearly 2.5 billion barrels of
crude oil and products and more than 2 trillion cubic feet of
natural gas annually across the globe.

The group includes 550 people who market
ConocoPhillips’ equity crude oil and natural gas production,
market third-party natural gas, select and procure crude oil,
and distribute products for the company’s 18 refineries.
Commercial also supplies the gas and power needs of
company assets and markets the gas, liquids and power
produced at company facilities.

“Our large, diverse asset base gives ConocoPhillips a
competitive advantage,” says Philip Frederickson, executive
vice president of Commercial. “Having a single, integrated
organization that sees both the supply and demand
perspectives enables us to globally optimize across the whole
hydrocarbon value chain.”

The Commercial group includes commodity buyers,
traders and marketers who execute thousands of transactions
a day. Offices in Houston, London, Singapore and Calgary
provide around-the-clock trading capabilities. For maximum
effectiveness, employees work on common trading floors at
each location along with professionals who handle risk
management, planning, scheduling, transportation,
accounting and other support functions.

The crude oil, refined products, natural gas, gas liquids
and power markets can be extremely volatile and are
influenced by many factors, including world political and
economic events, weather patterns, and numerous other issues
impacting supply and demand that are in constant flux.
“Having all these experts together facilitates constant,
instantaneous communication needed to make rapid decisions,
which is critical in this arena,” comments Frederickson.
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Philip L. Frederickson, Executive
Vice President, Commercial

Pam Johnson, director, supply-power marketing, keeps a close watch
on commodity prices at the company’s trading floor in Houston,
Texas. Instantaneous communications allow traders like Johnson to
minimize ConocoPhillips’ costs for purchasing electric power, natural
gas, crude oil and refined products, as well as enabling the company
to realize the best prices when selling these commodities.

An important function within the Commercial
organization is managing the risks inherent in the business.
The risk management group uses highly disciplined processes
to identify and measure the potential for financial loss due to
credit exposure and price volatility in the market. The
Commercial group’s risk is controlled within prescribed
volume and loss limits. “The goal of risk management is to
ensure that the trading groups understand the risks they are
incurring,” explains Frederickson. “Therefore, they know if
they are getting appropriate returns on those risks.”
Evidence of the benefits of the global Commercial
structure is found in the significant number of synergy
opportunities already being captured by the group:
= Regional commodity supply and demand imbalances are
significantly reduced;
= New, more cost-effective transportation and distribution
options are being utilized,;

= More crude oil supply substitution and marketing options
are being leveraged;

= Expanded regional natural gas supply availability is
being marketed to customers; and

= Significant new options for responding to supply
disruptions are being utilized, most recently during the
national labor strike in Venezuela.




Financial Strategy

Emphasis on Discipline

ConocoPhillips’ financial strategy emphasizes discipline —
on costs, capital spending and the balance sheet — in an
effort to reduce debt and improve returns to shareholders.

“The overriding emphasis throughout the company is to
improve our return on capital employed (ROCE) to be
competitive with the largest companies in the industry,” says
John Carrig, executive vice president of Finance and chief
financial officer. “We’ve already begun implementing the
steps necessary to meet this objective, like announcing a
lower, more disciplined capital budget for 2003 and an asset
disposal program designed to high-grade the asset base. This
includes divesting a substantial number of retail marketing
outlets and higher-cost, shorter-lived Exploration and
Production (E&P) properties.”

ConocoPhillips’ capital budget of $6.6 billion is
$2 billion less than the combined capital budgets of the two
merged companies. Seventy-five percent of the company’s
2003 capital budget is dedicated to E&P, which has
historically provided higher returns than other businesses.
“Our capital program is value-oriented,” says Carrig. “We
want attractive returns for every dollar spent.”

The company plans to increase its midcycle ROCE
over the next several years from the current levels to
better compete with the best-performing companies in the
sector. The company expects to achieve a higher ROCE
through capital discipline, synergy capture and sales of
low-returning assets.

At the end of 2002, the company’s total debt was
$19.8 billion. In 2003, the company plans to apply a portion
of operating cash flow and cash flow from asset sales toward
reducing the debt. This should bring the debt down to
approximately $18 billion to $19 billion by year-end 2003.
In 2004, the company expects another $1 billion of debt
reduction from capturing a full year of cost synergies,
improved cash flow and additional asset sales.

John A. Carrig, Executive Vice
President, Finance, and Chief
Financial Officer

Total Debt (Billions of Dollars)
25

ConocoPhillips’ total debt at the end
of 2002 was $19.8 billion. The
company assumed $12 billion in
connection with the merger. The
company plans to reduce its existing
debt by approximately $2 billion over
10 the next two years by utilizing a
portion of operating cash flow and
cash flow from asset sales.
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Common Stockholders’ Equity (Billions of Dollars)
30

ConocoPhillips’ common
stockholders’ equity was $29.5 billion,
and its total debt as a percent of
capital was 39 percent at year-end
2002. The company plans to lower

its existing debt-to-capital ratio to

— the mid-30 percent range over the
next several years through a
combination of debt reduction and
earnings growth.

20
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“Reducing debt should result in a much stronger share
price, while providing more flexibility to weather a downturn
in crude oil and natural gas prices,” explains Carrig. “Less
debt also allows for consistent capital funding and the
flexibility to take advantage of new opportunities.”

With lower debt, ConocoPhillips’ credit rating should
improve. “Stronger ratings will give us more financial
flexibility and attract a wider base of shareholders,” says Carrig.

In addition to ConocoPhillips’ commitment to reduce debt
and control costs, the company also is committed to providing
benefits for employees and retirees. The company will invest
approximately $350 million annually over the next five years
in its U.S. pension and employee benefit funds, ensuring
strong support of these programs.

Says Carrig, “Our outlook is good. We have excellent
management and strong oversight from proven control
systems in place. We need to maintain our focus on discipline
with regard to costs, capital spending and the balance sheet.
We have a solid plan to improve returns, and we have the
experience and the will to make it work.”
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Fishing is a common activity at this
pond located on the property of
ConocoPhillips’ Wood River, ll.,
refinery. Wherever ConocoPhillips
operates, the company and its
employees strive to protect the
environment and be a positive
influence in the community.

nvironmental stewardship is just one of the functions promoted

and supported by ConocoPhillips’ corporate staffs. The staffs

provide a variety of services and functions, including data
management, community leadership, employee compensation and
benefit programs administration, and helping to ensure that company
facilities adhere to strict safety and environmental standards.
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Global Systems and Services

Improving Efficiency
Across Business Units

Five complementary segments of related services make up
Global Systems and Services (GSS), led by Gene
Batchelder, senior vice president of Services and chief
information officer. Included are aviation, facilities
management, financial services, information services

and procurement.

While groups within GSS might appear unrelated,
Batchelder says collaboration and shared support lead to
improved value and increased cost efficiency. “One of our
primary goals is to help our businesses capture
opportunities beyond previous expectations. Two of the
most important paths to success are through improved
relationships and better information sharing.

“GSS delivers reliable, accurate and cost-effective
support to ConocoPhillips businesses around the world,”
says Batchelder. “Two key, long-term goals are to
streamline processes and bundle services to take advantage
of efficiencies and common systems that will help the
company achieve better synergies than would have been
possible by the individual businesses.”

The more than 5,000 employees and contractors
worldwide who make up GSS are committed to
consistently delivering best-in-class services to employees
anywhere, anytime. Integration of the groups within GSS in
the upcoming months will be aimed at even further
improving efficiency, value and cost savings.

GSS touches virtually every level of the company.
Global aviation services reduces travel time and expenses
with more than 1,000 round trips annually, including a
shuttle that flies between Ponca City and Bartlesville,
Okla., and Houston, Texas.

Global facilities management includes office space
management in six primary cities, including wellness
centers, cafeterias and global office lease oversight. In
addition, the group has responsibility for employee travel
and vehicle fleet management.

E.L. Batchelder, Senior Vice
President, Services, and Chief
Information Officer

Sonja Meredith, global financial services, and Rocco lannapollo,
global information services, are part of the Global Systems and
Services (GSS) organization based in Bartlesville, Okla. The GSS
group provides an array of services that help other ConocoPhillips
business groups do their jobs effectively and efficiently.

Global financial services provides financial and real
property expertise to domestic operations, with a goal of
leveraging services globally as shared services opportunities
are identified and developed across the company. Functions
in this area include accounts payable, treasury services,
excise tax, general accounting, real property administration
and upstream and downstream financial services.

Global information services encompasses all the
company’s systems applications and infrastructure, and
telecommunications support. The responsibility to provide
reliable, accurate products and services related to
information systems is underscored by the company’s
increasing dependence on computer hardware and software.

Global procurement services manages and integrates
contracts for supplies and services throughout the company
and leads the development of procurement best practices.
Procurement services range from paper for copiers, to
catalyst for cat crackers, to maintenance services, to pipe,
valves and fittings.

“The employees in GSS understand that reliable, accurate
systems, services and materials are required to enable
employees around the world to perform at peak levels,” says
Batchelder. “We are determined to deliver world-class
services and products to ConocoPhillips regardless of
location or the magnitude of the request. Our vision is to
become the benchmark services function in the industry.”




Health, Safety and Environment

Safety Is Always Our
First Priority

ConocoPhillips continued to maintain a strong
environmental and safety performance in 2002 despite the
tremendous amount of merger activity.

“Our first priority always has been and will continue to
be safety,” says Bob Ridge, vice president of Health, Safety
and Environment (HSE). “We have devoted a significant
amount of time and energy to build a world-class HSE
organization.”

ConocoPhillips seeks to earn the public’s trust and to be
recognized as the leader in health, safety and environmental
performance. The company’s HSE policy states in part:

“ConocoPhillips is committed to protecting the health
and safety of everybody who plays a part in our operations,
lives in the communities where we operate or uses our
products. Wherever we operate, we will conduct our
business with respect and care for both the local and global
environment and systematically manage risks to drive
sustainable business growth.”

HSE standards help fulfill this commitment by describing
mandatory, issue-specific company health, safety or
environmental requirements. These standards are put in
place through a management system that provides a
consistent framework for managing HSE issues to protect
people, assets and the environment. Each business unit
implements an HSE management system tailored to their
specific needs and that includes a process-based approach
for continuously improving performance.

In addition, ConocoPhillips has an incident management
plan designed to effectively respond to and manage any
emergency incident. Operations have well-developed
emergency preparedness and response plans suited for their
specific risk profile. These plans anticipate potential
scenarios and minimize the negative impacts of unforeseen
accidents or natural disasters. Well-trained response teams
carry out these plans.

Robert A. Ridge, Vice President,
Health, Safety and Environment

The emergency response team at the Alliance refinery near New
Orleans, La., practices firefighting skills. Regular training is an
important part of the safety programs at all of ConocoPhillips’
operating facilities. The Alliance refinery completed its safest year
ever in 2002, achieving zero recordable incidents.

ConocoPhillips is building on a rich tradition of
excellence in safety and environmental stewardship.
Highlights from 2002 include:
= Since completion of the merger, ConocoPhillips’ total

recordable rate (TRR) of incidents improved 18 percent

compared to the combined TRR of Phillips and Conoco
during the first eight months of 2002; and contractor

safety improved 13 percent in 2002 compared with 2001.
= ConocoPhillips Exploration and Production operations in

China and the company’s Hartford, Ill., lubricants plant

were certified under the internationally recognized ISO

14001 environmental management system. Other

ConocoPhillips operations already certified ISO 14001

include the Humber refinery in the United Kingdom and

the Gulf Coast lubes plant in Sulphur, La.

= The Borger, Texas, refinery and natural gas liquids
center was awarded STAR recognition, the highest level
of performance under the U.S. Occupational Safety and

Health Administration’s Voluntary Protection Program.
= The Alpine development on Alaska’s North Slope

received an award for excellence in waste reduction and

environmental responsibility from the non-profit
organization Green Star. Alpine employees voluntarily
implemented a thorough waste reduction and pollution
prevention plan.
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People and Ethics

Developing Employees for
Business Success

One of ConocoPhillips’ key goals is attracting and retaining
top talent — individuals with the knowledge and skills to
implement the company’s business strategy and who support
our values.

According to Joseph High, vice president of Human
Resources, the opportunities most prized by employees are:
= Working for a winning organization;
= Working with great leadership; and
= Working in a job that is challenging.

“At ConocoPhillips, we provide all three,” says High. “We
take our commitment to providing our employees with
challenging opportunities in a healthy environment as
seriously as any business goal. It’s our way of attracting and
retaining talented individuals who demonstrate the capability
to help us build a strong company and create lasting value for
our shareholders.”

Recruiting, Retaining and Rewarding Top Performers
Maximum effort has gone into ensuring that ConocoPhillips
employs individuals with the skills and values needed to
implement its business strategy. Throughout the merger
transition, a team of employees integrated business units and
functions, matching core talents and positions.

“Maximizing performance is a continuous process,”
notes High. “Our new Performance Management Process
aligns and measures individual performance expectations to
achieve targeted business results. It’s a performance
agreement designed to help managers encourage the
development of their employees, while helping employees
answer the question: “What can I do to make a significant
contribution to the company’s success?’”

Another way the company maximizes performance is by
rewarding and recognizing top performers. Employees earn
bonuses based on the company’s overall performance and
employees’ individual contributions. The company also
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Joseph C. High, (left)
Vice President, Human
Resources

Rick A. Harrington, (right)
Senior Vice President,
Legal, and General Counsel

Company recruiter LeAnn Luedeker (left) discusses career
opportunities at ConocoPhillips with University of Oklahoma
students Nicholas Walls and Jessica Miller. Seeking the best and
brightest individuals from a variety of backgrounds is at the
center of ConocoPhillips’ hiring efforts.

recognizes outstanding individual and team employee
achievements with the annual SPIRIT of Performance awards.

Redesigning Compensation and Benefits

Consolidating operations and employment included
consolidating all of the company’s pay and benefit programs.
As of January 1, most of the company’s separate benefit
programs, including payroll, had been rolled into one
program. Human Resources also has created one set of
policy guidelines and procedures.

“At every stage, an effort was made to incorporate
competitive features consistent with our business needs,”
says High. “Just as we wanted the best person in every job,
we designed a total compensation and benefits package that
meets diverse employee needs and compares favorably with
those of other large, integrated companies.”

Renewing Our Commitment to Corporate Ethics

“At ConocoPhillips, integrity is a core value, and we take it

very seriously,” says Rick Harrington, senior vice president

of Legal and general counsel. “It’s a condition of

employment; everyone in the company is accountable.”
The company has established a compliance and ethics

committee to:

= Establish and publish compliance and ethics policies;

= Design and implement training programs; and

= Periodically review and assess corporate performance in
key compliance areas, including: antitrust, commodity
trading, insider trading and financial reporting.




Social Investment

Elevating Our Position in
the Global Community

More than just charitable, feel-good activities, social
investment encompasses philanthropy and community
outreach, and is important to ConocoPhillips’ approach for
delivering superior financial results.

“Social investment positions ConocoPhillips positively
with our customers, stakeholders and with government
leaders,” says Tom Knudson, senior vice president of
Government Affairs and Communications. “When we
address local needs and environmental problems, host
governments more readily view us as partners in their
communities — creating favorable settings for our
businesses to flourish.”

Reaching Outward

Community outreach activities harness employees’ sense of
pride and desire to work for a good corporate citizen. In
Houston, Texas, the Keep 5 Alive program mobilizes
hundreds of employee and family volunteers to paint and
repair homes of elderly and disabled homeowners in the
inner city. In Alaska, employees contribute time

and resources to the Red Cross Masters of Disaster
program, teaching children how to survive natural
disasters. ConocoPhillips continues to have a significant
community presence in Oklahoma, where employee

and company support of education, the arts and other
charities in Bartlesville, Ponca City and throughout the
state remain at pre-merger levels. Around the world,
ConocoPhillips funds educational initiatives and
community enrichment activities.

Taking Environmental Stewardship Seriously

The company works hard to be the neighbor of choice. In
Alaska and Russia, ConocoPhillips uses ice roads to
protect fragile tundra. The company’s environmental
protection initiatives in Russia have been recognized with
two annual Lomonosov Awards.

Thomas C. Knudson, Senior
Vice President, Government
Affairs and Communications

Mandy Tulloch, development coordinator for the Conoco Natural
History Centre at the University of Aberdeen in Scotland, shows off
a large common house spider brought in for identification by a
worried resident. ConocoPhillips provides financial support to the
center that was established to promote environmental education in
the community and at local schools.

For more than 60 years, ConocoPhillips has carried out oil
and gas exploration and development in the environmentally
sensitive home of the endangered Aransas-Wood
Buffalo Whooping Crane at the Aransas National Wildlife
Refuge in Texas. Limiting drilling activity to months when
the flock summers in Canada, the company has proudly
watched the flock increase from fewer than 20 birds to more
than 180 birds.

Through its support of the International Crane Foundation,
the company has enabled migration studies of waterfowl and
their natural habitats along Bohai Bay’s coastal wetlands in
northeastern China.

Meeting Present Needs Without Compromising the Future
Facilitating development in Venezuela’s Gulf of Paria,
ConocoPhillips funds workshops on health and water
purification for the local community and sponsors literacy
and bilingual programs for the indigenous Warao. In Alberta,
Canada, ConocoPhillips decreased forest fire potential,
eliminated safety hazards and saved some $170,000 by using
narrow clearing techniques to make a path through dense
forest to lay seismic survey lines.

“Through our global operations, ConocoPhillips works to
maximize financial performance while providing
shareholders with an attractive return on investment,” says
Knudson. “Success means combining economic performance,
environmental stewardship and social investment as
interdependent parts of a single business approach.”
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Management’s Discussion and Analysis of Financial
Condition and Results of Operations
March 24, 2003

Management's Discussion and Analysis is the company s analysis
of its financial performance and of significant trends that may
affect future performance. It should be read in conjunction with
the financial statements and notes, and supplemental oil and gas
disclosures. It contains forward-looking statements including,
without limitation, statements relating to the company s plans,
strategies, objectives, expectations, intentions, and resources that
are made pursuant to the “safe harbor” provisions of the Private
Securities Litigation Reform Act of 1995. The words “intends,”
“believes,” “expects,” “plans,” “scheduled,” “anticipates,”
“estimates,” and similar expressions identify forward-looking
statements. The company does not undertake to update, revise or
correct any of the forward-looking information. Readers are
cautioned that such forward-looking statements should be read in
conjunction with the company's disclosures under the heading:
“CAUTIONARY STATEMENT FOR THE PURPOSES OF THE
‘SAFE HARBOR’ PROVISIONS OF THE PRIVATE SECURITIES
LITIGATION REFORM ACT OF 1995, beginning on page 58.

Results of Operations

Conoco and Phillips Merger

On August 30, 2002, Conoco Inc. (Conoco) and Phillips
Petroleum Company (Phillips) combined their businesses by
merging with wholly owned subsidiaries of a new company
named ConocoPhillips (the merger). The merger was accounted
for using the purchase method of accounting. Although the
business combination of Conoco and Phillips was a merger of
equals, generally accepted accounting principles required that one
of the two companies in the transaction be designated as the
acquirer for accounting purposes. Phillips was designated as the
acquirer based on the fact that its former common stockholders
initially held more than 50 percent of the ConocoPhillips common
stock after the merger. Because Phillips was designated as the
acquirer, its operations and results are presented in this annual
report for all periods prior to the close of the merger. From the
merger date forward, the operations and results of ConocoPhillips
reflect the combined operations of the two companies.

As a condition of the merger, the U.S. Federal Trade
Commission (FTC) required that the company divest specified
Conoco and Phillips assets, the most significant of which were
Phillips” Woods Cross, Utah, refinery and associated motor fuel
marketing operations; Conoco’s Commerce City, Colorado,
refinery and related crude oil pipelines and Phillips’ Colorado
motor fuel marketing operations. All assets and operations that
are required by the FTC to be divested are included in Corporate
and Other as discontinued operations. Included in the results of
discontinued operations in 2002 was a $69 million after-tax
charge for the write-down to fair value of the Phillips operations
to be disposed. Because the Conoco assets to be disposed of
were recorded at fair value in the purchase price allocation, no
further write-downs were required. Discontinued operations also
include other, non-FTC mandated assets held for sale. See

Note 4 — Discontinued Operations in the Notes to Consolidated
Financial Statements for additional information, including a
complete list of assets required by the FTC to be divested.

As a result of the merger, the company implemented a
restructuring program in September 2002 to capture the
synergies of combining Phillips and Conoco by eliminating
redundancies, consolidating assets, and sharing common
services and functions across regions. The restructuring program
that was implemented in September 2002 is expected to be
completed by the end of February 2004 and, through December
31, 2002, approximately 2,900 positions worldwide, most of
which are in the United States, had been identified for
elimination. Of this total, 775 employees were terminated by
December 31, 2002. Associated with implementation of the
restructuring program, ConocoPhillips accrued $770 million for
merger-related restructuring and work force reduction liabilities
in 2002. These liabilities primarily represent estimated
termination payments and related employee benefits associated
with the reduction in positions. These liabilities include
$337 million related to Conoco operations, which was reflected
in the purchase price allocation as an assumed liability, and
$422 million ($253 million after-tax) related to Phillips
operations that was charged to selling, general and
administrative, and production and operating expenses; and
$11 million before-tax included in discontinued operations. Of
the above accruals, $598 million related primarily to severance
benefits. Payments will be made to former Conoco and Phillips
employees under each company’s respective severance plans.
During 2002, payments of $223 million were made, resulting in
a year-end 2002 severance accrual balance of $375 million.

Also related to the merger and recorded in 2002 was a
$246 million write-off of acquired in-process research and
development costs related to Conoco’s natural gas-to-liquids and
other technologies. In accordance with Financial Accounting
Standards Board (FASB) Interpretation No. 4, “Applicability of
FASB Statement No. 2 to Business Combinations Accounted for
by the Purchase Method,” value assigned to research and
development activities in the purchase price allocation that have
no alternative future use should be charged to expense at the
date of the consummation of the combination. The $246 million
charge was recorded in the Emerging Businesses segment and
was the same on both a before-tax and after-tax basis.

ConocoPhillips also accrued $22 million, after-tax, in 2002
for change-in-control costs associated with seismic contracts as
a result of the merger. The expense was recorded in Corporate
and Other and did not impact exploration expenses. In addition,
the 2002 net loss also included transition costs of $36 million,
bringing total after-tax merger-related costs to $557 million. See
Note 3 — Merger of Conoco and Phillips in the Notes to
Consolidated Financial Statements for additional information on
the merger.
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Consolidated Results

Years Ended December 31 Millions of Dollars

2002 2001 2000
Income from continuing operations $ 714 1,611 1,848
Income (loss) from discontinued operations 993) 32 14
Extraordinary items (16) (10) —
Cumulative effect of accounting changes — 28 —
Net income (loss) $(295) 1,661 1,862

A summary of the company’s net income (loss) by business
segment follows:

Years Ended December 31 Millions of Dollars

2002 2001 2000

Exploration and Production (E&P) $1,749 1,699 1,945

Midstream 55 120 162

Refining and Marketing (R&M) 143 397 238

Chemicals (14) (128) (406)
Emerging Businesses (310) (12) —

Corporate and Other* (1,918) (415) (437)
Net income (loss) $ (295) 1,661 1,862

*Includes income (loss) from discontinued

operations of: $ (993) 32 14

2002 vs. 2001

ConocoPhillips incurred a net loss of $295 million in 2002,
compared with net income of $1,661 million in 2001. The
decrease was primarily attributable to recognizing impairments
and loss accruals totaling $1,077 million after-tax associated with
the company’s retail and wholesale marketing operations that
were classified as discontinued operations in late 2002, as well as
merger-related costs totaling $557 million after-tax. Also
negatively impacting results for 2002 were asset impairments
totaling $192 million after-tax, lower refining margins, lower
natural gas sales prices, decreased equity earnings from Duke
Energy Field Services, LLC (DEFS), and higher interest
expenses. These factors were partially offset by improved results
from Chemicals and higher production volumes in E&P after the
merger.

2001 vs. 2000

ConocoPhillips’ net income was $1,661 million in 2001, an

11 percent decline from net income of $1,862 million in 2000.
The decrease was primarily attributable to lower crude oil and
natural gas liquids prices and lower results from the Chemicals
business, partially offset by improved petroleum products
margins, as well as the acquisition of Tosco Corporation (Tosco)
in September 2001. See Note 6 — Acquisition of Tosco
Corporation in the Notes to Consolidated Financial Statements
for additional information on the acquisition. Also contributing to
the lower results in 2001 was a decrease in the amount of gains
on asset sales, compared with 2000, partially offset by lower
property impairments in 2001.

Income Statement Analysis

2002 vs. 2001

In addition to the merger discussed previously, ConocoPhillips
closed on the $7 billion acquisition of Tosco on September 14,
2001. Together, these transactions significantly increased operating
revenues, purchase costs, operating expenses and other income
statement line items. See Note 3 — Merger of Conoco and

Phillips and Note 6 — Acquisition of Tosco Corporation in the
Notes to Consolidated Financial Statements for additional
information.

Sales and other operating revenues increased 128 percent in
2002. The increase was primarily attributable to increased
product sales volumes due to the impact of the Tosco acquisition
and the merger. These items were partially offset by lower
natural gas sales prices in 2002 compared with 2001.

Equity in earnings of affiliates increased 537 percent in
2002. In addition to equity earnings from affiliates acquired in
the merger for the last four months of 2002, equity earnings
from Chevron Phillips Chemical Company LLC (CPChem)
improved in 2002 as a result of improved margins. Partially
offsetting these items were lower earnings in 2002 from DEFS
and Merey Sweeny, L.P. (MSLP). DEFS’ decline was primarily
attributable to higher operating expenses, gas imbalance
adjustments, and lower natural gas liquids prices, while MSLP’s
decline was mainly due to lower crude oil light-heavy
differentials.

Other income increased 94 percent in 2002, mainly the result
of a favorable revaluation and settlement of long-term incentive
performance units held by former senior Tosco executives, as
well as additional interest income following the merger. During
2002, the company recorded gains totaling $59 million before-
tax, as the incentive performance units were marked-to-market
each reporting period and eventually settled. See Note 6 —
Acquisition of Tosco Corporation in the Notes to Consolidated
Financial Statements for more information.

Purchased crude oil and products increased 176 percent in
2002. The increase reflects higher purchase volumes of crude oil
and petroleum products resulting from the Tosco acquisition and
the merger.

Production and operating expenses increased 89 percent in
2002, while selling, general and administrative (SG&A)
expenses increased 171 percent. Both increases were primarily
attributable to the Tosco acquisition and the merger. In
conjunction with the merger, ConocoPhillips wrote off
$246 million of acquired in-process research and development
costs related to Conoco’s natural gas-to-liquids and other
technologies to production and operating expenses in 2002.
ConocoPhillips also expensed $135 million in merger-related
costs to production and operating expenses and $379 million to
SG&A expenses in 2002.

Exploration expenses increased 93 percent in 2002. The
increase reflects the merger, a $77 million leasehold impairment
of deepwater Block 34, offshore Angola, and dry hole costs of
$161 million in 2002, compared with $48 million in 2001.

Depreciation, depletion and amortization increased
65 percent in 2002, compared with 2001. The increase was
primarily the result of an increased depreciable base of
properties, plants and equipment following the merger and the
Tosco acquisition.

During 2002, ConocoPhillips recorded property impairments
totaling $49 million in connection with the sale of its
Point Arguello assets, offshore California; two fields in the
UK. North Sea; and its interest in a non-producing field in
Alaska. Impairment of tradenames ($102 million) was also
recognized in the statement of operations in 2002. Property
impairments recorded in 2001 consisted primarily of a




$23 million impairment of the Siri field, offshore Denmark. See
Note 10 — Impairments in the Notes to Consolidated Financial
Statements for additional information.

Taxes other than income taxes increased 153 percent in
2002, compared with 2001. The increase reflects higher
excise taxes due to higher petroleum products sales and
increased property and payroll taxes following the merger
and the Tosco acquisition.

Environmental liabilities assumed in acquisitions and
mergers are recorded as liabilities at discounted amounts — i.e.
the total future estimated cost is determined, then discounted
back to current dollars using a time-value-of-money concept.
Over time the liability is increased by accretion to reflect the
time value of money. Accretion on discounted liabilities
increased 214 percent in 2002, reflecting the impact of the
environmental liabilities assumed in the Tosco acquisition and
the merger.

Interest expense increased 67 percent in 2002, mainly due to
higher debt levels following the Tosco acquisition and the
merger. Foreign currency losses of $24 million were recorded in
2002, compared with losses of $11 million in 2001. Preferred
dividend requirements decreased in 2002, reflecting the
redemption of $300 million of preferred securities in May 2002.

The company’s effective tax rate from continuing operations
in 2002 was 67 percent, compared with 51 percent in 2001. The
increase in the effective tax rate in 2002 was primarily the result
of the write-off of in-process research and development costs
without a corresponding tax benefit and a higher proportion of
income in higher-tax-rate jurisdictions.

Losses from discontinued operations were $993 million
in 2002, compared with income of $32 million in 2001.

The 2002 amount includes after-tax impairments and loss
accruals. See Note 4 — Discontinued Operations in the Notes to
Consolidated Financial Statements for additional information.

2001 vs. 2000

On March 31, 2000, ConocoPhillips and Duke Energy
Corporation contributed their midstream gas gathering,
processing and marketing businesses to DEFS. Effective July 1,
2000, ConocoPhillips and ChevronTexaco Corporation
contributed their chemicals businesses, excluding
ChevronTexaco’s Oronite business, to CPChem. Both of these
joint ventures are being accounted for using the equity method
of accounting, which significantly affects how these operations
are reflected in ConocoPhillips’ consolidated statement of
operations. Under the equity method of accounting,
ConocoPhillips’ share of a joint venture’s net income is recorded
in a single line item on the statement of operations: “Equity in
earnings of affiliates.” Correspondingly, the other income
statement line items (for example, operating revenues, operating
costs, etc.) include activity related to these operations only up to
the effective dates of the joint ventures.

Sales and other operating revenues increased 12 percent in
2001, primarily due to the Tosco acquisition and increased crude
oil production. These items were partially offset by the use of
equity-method accounting for the DEFS and CPChem joint
ventures, as well as a reduction in revenues attributable to
certain non-core assets sold at year-end 2000.

Equity in earnings of affiliated companies decreased
64 percent in 2001. In the 2001 period, ConocoPhillips incurred
a before-tax equity loss from its investment in CPChem of
$240 million. ConocoPhillips’ equity earnings related to DEFS
were higher in 2001, as a result of a full year’s activity in 2001,
compared with only nine months in 2000. Equity earnings in
2001 benefited from a full year’s operations at MSLP, a 50-
percent-owned equity company that owns and operates the coker
unit at the Sweeny, Texas, refinery. Other income decreased
59 percent in 2001, primarily attributable to lower net gains on
asset sales in 2001 compared with 2000.

Total costs and expenses increased 16 percent in 2001,
compared with 2000. The increase was mainly the result of
the Tosco acquisition, as well as a full year’s ownership of
the company’s Alaskan E&P operations that were acquired
in April 2000. These items were partially offset by the use
of equity-method accounting for the DEFS and CPChem
joint ventures, and lower crude oil acquisition costs at the
company’s refineries.

Segment Results

E&P

2002 2001 2000

Millions of Dollars

Net Income
Alaska $ 870 866 829
Lower 48 286 476 559
United States 1,156 1,342 1,388
International 593 357 557

$1,749 1,699 1,945

Dollars Per Unit

Average Sales Prices

Crude oil (per barrel)
United States
International

$23.83 23.57 28.83
25.14 24.16 28.42

Total consolidated 24.38 23.77 28.65

Equity affiliates 18.41 12.36 —

Worldwide 24.07 23.74 28.65
Natural gas — lease (per thousand cubic feet)

United States 2.75 3.56 3.47

International 2.79 2.60 2.56

Total consolidated 2.77 3.23 3.13

Equity affiliates 2.71 — —

Worldwide 2.77 3.23 3.13
Average Production Costs Per

Barrel of Oil Equivalent
United States $5.66 5.52 5.27
International 3.99 2.70 2.85
Total consolidated 4.94 4.60 4.29
Equity affiliates 4.38 2.74 —
Worldwide 4.92 4.60 4.29
Finding and Development Costs Per

Barrel of Oil Equivalent
United States $7.46 5.15 2.78
International® 5.09 6.80 1.17
Worldwide* 5.57 5.97 2.41

*Includes ConocoPhillips’ share of equity affiliates.

Millions of Dollars

Worldwide Exploration Expenses
General administrative; geological

and geophysical; and lease rentals $ 285 207 168
Leasehold impairment 146 51 39
Dry holes 161 48 91

$ 592 306 298
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2002 2001 2000
Thousands of Barrels Daily

Operating Statistics
Crude oil produced

Alaska 331 339 207
Lower 48 40 34 34
United States 371 373 241
Norway 157 117 114
United Kingdom 39 19 25
Canada 13 1 6
Other areas 67 51 51
Total consolidated 647 561 437
Equity affiliates 35 2 —

682 563 437

Natural gas liquids produced

Alaska 24 25 19
Lower 48 8 1 1
United States 32 26 20
Norway 6 5 5
United Kingdom 2 2 2
Canada 4 — 1
Other areas 2 2 1

46 35 29

Millions of Cubic Feet Daily

Natural gas produced*

Alaska 175 177 158
Lower 48 928 740 770
United States 1,103 917 928
Norway 171 130 136
United Kingdom 424 178 214
Canada 165 18 83
Other areas 180 92 33
Total consolidated 2,043 1,335 1,394
Equity affiliates 4 — —

2,047 1,335 1,394

*Represents quantities available for sale. Excludes gas equivalent of natural gas
liquids shown above.

Thousands of Barrels Daily

Mining operations
Syncrude produced 8 — —

2002 vs. 2001
Net income from ConocoPhillips” E&P segment increased
3 percent in 2002. Although E&P benefited from four months of
increased production volumes in 2002 following the merger, this
was mostly offset by lower natural gas sales prices, higher
exploration expenses, and the unfavorable $24 million impact of
a tax law change in the United Kingdom. ConocoPhillips’
average worldwide crude oil sales price was $24.07 per barrel in
2002, a 1 percent increase over $23.74 in 2001. The company’s
average worldwide natural gas price in 2002 was $2.77 per
thousand cubic feet, a 14 percent decrease from $3.23 in 2001.
However, natural gas prices trended upward during 2002, with
the company’s December 2002 worldwide price averaging
$3.51 per thousand cubic feet.

ConocoPhillips’ proved reserves at year-end 2002 were
7.81 billion barrels of oil equivalent, a 52 percent increase over
5.13 billion barrels at year-end 2001. The increase was
attributable to the merger.

2001 vs. 2000
Net income from ConocoPhillips’ E&P segment decreased
13 percent in 2001, as the positive impact of increased crude oil
production was more than offset by lower crude oil prices, and,
to a lesser extent, lower natural gas production due mainly to
asset dispositions in Canada. Benefiting 2000 net income was
higher net gains on asset sales than in 2001. ConocoPhillips’
average worldwide crude oil sales price was $23.74 per barrel in
2001, a 17 percent decrease from $28.65 in 2000. Natural gas
prices began 2001 at historically high levels, but trended lower
during the remainder of the year, with the company’s December
2001 average price at $2.34 per thousand cubic feet.
ConocoPhillips’ proved reserves at year-end 2001 were
5.13 billion barrels of oil equivalent, a 2 percent increase over
5.02 billion barrels at year-end 2000.

US. E&P

2002 vs. 2001

Net income from the company’s U.S. E&P operations decreased
14 percent in 2002. Although net income for 2002 benefited
from four months of increased production volumes following
the merger, this was more than offset by lower natural gas
prices, lower production volumes in Alaska, and higher dry hole
costs. The company’s U.S. average natural gas price in 2002 was
23 percent lower than 2001. However, natural gas prices trended
upward during 2002, with the company’s December 2002
average U.S. price at $3.66 per thousand cubic feet.

The company’s U.S. crude oil production decreased slightly
in 2002, while natural gas production increased 20 percent. The
increase in natural gas production was mainly due to four
months of production from fields acquired in the merger. The
merger impact on total crude oil production was offset by lower
production in Alaska, which experienced normal field declines,
along with operating interruptions at the Prudhoe Bay field
during the year. With a full year’s combined production from
both Conoco and Phillips operations, the company expects that
its total U.S. oil and gas production volumes will increase in
2003 over those of 2002. ConocoPhillips’ fourth quarter
production volumes, which included a full period of combined
operations, averaged 426,000 barrels per day of liquids and
1,548 million cubic feet per day of natural gas.

2001 vs. 2000

Net income from the company’s U.S. E&P operations decreased
3 percent in 2001, compared with 2000. The 2001 results reflect
a 55 percent increase in crude oil production, due to a full year’s
production from the Alaska operations acquired in April 2000,
as well as increased production due to the startup of the Alpine
field in Alaska in December 2000. The benefit of increased
crude oil production was offset by lower U.S. crude oil prices,
which declined 18 percent in 2001. U.S. natural gas production
declined slightly in 2001, reflecting field declines and asset
dispositions. Benefiting 2000 net income was a net gain on asset
sales of $44 million — most of which was related to the
disposition of the company’s coal and lignite operations.




International E&P

2002 vs. 2001

Net income from the company’s international E&P operations
increased 66 percent in 2002. The improvement reflects four
months of increased production volumes following the merger.
However, 2002 net income included a $24 million deferred tax
charge related to tax law changes in the United Kingdom. In
April 2002, the UK. government announced proposed changes
to corporate tax laws specifically impacting the oil and gas
industry and production from the U.K. sector of the North Sea.
The proposed changes became law in July 2002. A 10 percent
supplementary charge to corporation taxes is now assessed on
profits, which is expected to be partially offset by the
elimination of royalties and an increase in first-year deduction
allowances for capital investments. Net income in 2002 also
included a $77 million leasehold impairment of deepwater
Block 34, offshore Angola, due to an unsuccessful exploratory
well in the block, along with higher dry hole charges.

The company’s international crude oil production increased
64 percent in 2002, while natural gas production increased
126 percent. The increases were mainly due to the addition of
four months of production from fields acquired in the merger.
With a full year’s combined production from both Conoco and
Phillips operations, the company expects that its total
international oil and gas production volumes will increase in
2003 over those of 2002. ConocoPhillips’ fourth quarter
production volumes, which included a full period of combined
operations, averaged 585,000 barrels per day of liquids and
1,994 million cubic feet per day of natural gas.

2001 vs. 2000

Net income from ConocoPhillips’ international E&P operations
decreased 36 percent in 2001. The decrease was primarily the
result of lower crude oil and natural gas production volumes, as
well as lower crude oil prices. Additionally, after-tax foreign
currency gains of $2 million were included in international
E&P’s net income in 2001, compared with losses of $10 million
in 2000. Net income in 2000 included a net gain on property
dispositions of $118 million related to the disposition of the
Zama area fields in Canada, partially offset by an $86 million
impairment of the Ambrosio field in Venezuela.

International crude oil production declined 3 percent in 2001,

mainly due to lower production in the UK. North Sea,
Venezuela and Canada, partly offset by increased production
from Norway and Nigeria. Canadian and Venezuelan crude oil
production declined relative to 2000 due to asset dispositions.
Production in the U.K. North Sea decreased on normal field
declines. Production from Norway improved in 2001 due to
improved processing reliability and well workovers, while
Nigerian production increased on development activities and
higher quotas. International natural gas production declined
10 percent in 2001, primarily the result of the Canadian asset
dispositions and lower U.K. North Sea output noted above,
partially offset by higher production in Nigeria and new natural
gas production from offshore western Australia.

Midstream
2002 2001 2000
Millions of Dollars
Net Income $ 55 120 162

Dollars Per Barrel

Average Sales Prices
U.S. natural gas liquids*
Consolidated
Equity 15.92 18.77

$19.07 — —

Thousands of Barrels Daily

Operating Statistics
Natural gas liquids extracted 156 120
Natural gas liquids fractionated 133 108 158

*Based on index prices from the Mont Belvieu and Conway market hubs that are

weighted by natural gas liquids component and location mix.

**Estimate based on ConocoPhillips’ first quarter realized price and DEFS’ index

price for the remainder of the year.
***Based on a weighted average of ConocoPhillips’ volumes in the first quarter

0f 2000, and ConocoPhillips’ share of DEFS volumes for the remainder of 2000.

2002 vs. 2001

ConocoPhillips’ Midstream segment consists of the company’s
30.3 percent interest in Duke Energy Field Services, LLC
(DEFS), as well as company-owned natural gas gathering and
processing operations and natural gas liquids fractionation and
marketing businesses. Net income from the Midstream segment

decreased 54 percent in 2002. The decrease was primarily due to
lower results from DEFS, which experienced a decline in natural

gas liquids prices, increased costs for gas imbalance accruals
and other adjustments, and higher operating expenses. These
items were partially offset by the benefit of four month’s results
from operations acquired in the merger.

Included in the Midstream segment’s net income in 2002 was
a benefit of $35 million, representing the amortization of the
basis difference between the book value of ConocoPhillips’
contribution to DEFS and its 30.3 percent equity interest in
DEFS. The corresponding amount for 2001 was $36 million.
See Note 8 — Investments and Long-Term Receivables, in the
Notes to Consolidated Financial Statements for additional
information on the basis difference.

2001 vs. 2000

Net income from the Midstream segment decreased 26 percent
in 2001, primarily the result of a 14 percent decline in natural
gas liquids prices. In addition, the Midstream segment’s results
were affected by the lack of interest charges in the first quarter
of 2000 prior to the formation of DEFS. DEFS incurs interest
expense in connection with financing incurred upon formation
to fund cash distributions to the parent entities. Prior to the
formation of DEFS, the Midstream segment did not have
interest expense. Included in the Midstream segment’s net
income in 2001 was a benefit of $36 million, representing the
amortization of the basis difference between the book value of
ConocoPhillips’ contribution to DEFS and its 30.3 percent
equity interest in DEFS. The corresponding amount for 2000
was $27 million.

21.83%*
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R&M
2002 2001 2000
Millions of Dollars

Net Income
United States $138 395 209
International 5 2 29

$143 397 238

Dollars Per Gallon

U.S. Average Sales Prices*
Automotive gasoline

Wholesale $ .96 .83 92
Retail 1.03 1.01 1.07
Distillates — wholesale 77 .78 .88

*Excludes excise taxes.
Thousands of Barrels Daily

Operating Statistics
Refining operations*
United States

Rated crude oil capacity** 1,829 732 335
Crude oil runs 1,661 686 303
Capacity utilization (percent) 91% 94 90
Refinery production 1,847 795 365
International
Rated crude oil capacity** 195 22 —
Crude oil runs 152 20 —
Capacity utilization (percent) 78% 91 —
Refinery production 164 19 —
Worldwide
Rated crude oil capacity** 2,024 754 335
Crude oil runs 1,813 706 303
Capacity utilization (percent) 90% 94 90
Refinery production 2,011 814 365

Petroleum products sales volumes***
United States

Automotive gasoline 1,147 465 267
Distillates 392 170 107
Aviation fuels 185 78 41
Other products 372 220 50
2,096 933 465

International 162 10 43
2,258 943 508

*2002 includes ConocoPhillips’ share of equity affiliates.

**Weighted-average crude oil capacity for the period, including the refineries
acquired in the Tosco acquisition in September 2001 and the refineries
acquired as a result of the merger. Actual capacity at year-end 2002 and 2001
was 2,166 thousand and 1,656 thousand barrels per day, respectively, in the
United States and 440 thousand and 72 thousand barrels per day,
respectively, internationally.

***Excludes spot market sales.

2002 vs. 2001
Net income from the R&M segment declined 64 percent in 2002,
reflecting lower refining margins, along with an $84 million after-
tax impairment of a tradename and leasehold improvements of
certain retail sites. See Note 10 — Impairments in the Notes to
Consolidated Financial Statements for additional information on
these impairments. The R&M earnings for 2002 included four
months’ results from operations acquired in the merger, as well as
the impact of a full year’s results from Tosco operations, while the
2001 results included Tosco operations for only the last three and
one-half months of 2001.

Worldwide crude oil refining capacity utilization was
90 percent in 2002, compared with 94 percent in 2001. The
company’s refineries produced 2,011,000 barrels per day of
petroleum products in 2002, compared with 814,000 barrels per
day in 2001. The increase reflects a full year of operations for
refineries acquired in the Tosco acquisition and four months of
operations for the refineries acquired in the merger.

2001 vs. 2000
Net income from the R&M segment increased 67 percent in 2001.
On September 14, 2001, ConocoPhillips closed on the acquisition
of Tosco. This transaction significantly increased the size of
ConocoPhillips’ R&M segment and benefited 2001 results. In
addition to the Tosco acquisition, R&M’s net income benefited
from higher gasoline and distillates margins, particularly during the
second quarter of 2001. Negatively affecting R&M results for the
year were higher utility costs at the company’s refineries, resulting
from higher natural gas prices experienced in the first half of 2001.
Worldwide crude oil refining capacity utilization was
94 percent in 2001, compared with 90 percent in 2000. The
company’s refineries produced 814,000 barrels per day of
petroleum products in 2001, compared with 365,000 barrels per day
in 2000. The increase reflects the Tosco acquisition.

US. R&M

2002 vs. 2001

Net income from U.S. R&M operations declined 65 percent in
2002. The decrease was primarily due to lower refining margins,
particularly in the Midcontinent and Gulf Coast regions, along with
an $84 million after-tax impairment of a tradename and leasehold
improvements of certain retail sites. See Note 10 — Impairments in
the Notes to Consolidated Financial Statements for additional
information on these impairments. These items were partially offset
by increased production and sales volumes as a result of the Tosco
acquisition and the merger. Net income for 2002 included four
months from operations acquired in the merger, and a full year of
Tosco operations, while the 2001 results included Tosco operations
for only three and one-half months. Results for 2001 included a
cumulative effect of a change in accounting principle that increased
R&M net income by $26 million. Effective January 1, 2001,
ConocoPhillips changed its method of accounting for the costs of
major maintenance turnarounds from the accrue-in-advance method
to the expense-as-incurred method. Also included in 2001 was a
$27 million write-down of inventories to market value.

The crude oil capacity utilization rate for ConocoPhillips’ U.S.
refineries was 91 percent in 2002, compared with 94 percent in
2001. The lower utilization rate in 2002 reflects increased
maintenance turnaround activity in 2002, the impact of tropical
storms on the company’s Gulf Coast refineries in the third quarter
of 2002, and the impact of the loss of Venezuelan crude oil supply
in the fourth quarter.

2001 vs. 2000

Net income from the R&M segment’s U.S. operations increased

89 percent in 2001, compared with 2000. On September 14, 2001,
ConocoPhillips closed on the acquisition of Tosco. This transaction
significantly increased the size of ConocoPhillips’ U.S. R&M
operations and benefited 2001 net income.

In addition to the Tosco acquisition, R&M’s earnings benefited
from higher gasoline and distillates margins, particularly during the
second quarter of 2001, and the accounting change discussed above.
Negatively affecting R&M results for the year were higher utility
costs at the company’s refineries, resulting from higher natural gas
prices experienced in the first half of 2001, as well as a $27 million
write-down of inventories to market value. The Sweeny refinery’s
2001 net income benefited from the coker unit that was started up
in late 2000. The coker unit allows for the processing of heavier,
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lower-cost crude oil, which reduced crude oil purchase costs and
contributed to the improved gasoline and distillates margins
experienced during 2001.

ConocoPhillips’ U.S. refineries (including those acquired in the
Tosco acquisition since the acquisition date) processed an average
of 686,000 barrels per day of crude oil in 2001, yielding a
94 percent capacity utilization rate. This compares with
303,000 barrels per day and a utilization rate of 90 percent in
2000. The Tosco acquisition accounted for 378,000 barrels per day
in 2001.

International R&M

2002 vs. 2001

Net income from international R&M operations increased

$3 million in 2002, reflecting the impact of the merger, which
added one wholly owned and five joint-venture international
refineries. A substantial part of ConocoPhillips’ international
R&M results are related to its Humber refinery in the United
Kingdom, which had a 232,000 barrel per day crude oil processing
capacity at December 31, 2002. This refinery was shut down for
an extended period of time during the fourth quarter due to a
power outage and subsequent downtime, which negatively
impacted international R&M’s 2002 results.

The crude oil capacity utilization rate for ConocoPhillips’
international refineries was 78 percent in 2002, compared with
91 percent in 2001. The lower utilization rate in 2002 reflects the
extended shutdown at the Humber refinery noted above.

2001 vs. 2000

Net income from the R&M segment’s international operations
decreased 93 percent in 2001, compared with 2000, reflecting the
late-2000 disposition of the company’s 50 percent interest in a
refinery in Teesside, England. This was partially offset by the
addition of the Whitegate refinery in Ireland as part of the Tosco
acquisition in September 2001.

Chemicals
2002 2001 2000
Millions of Dollars
Net Loss $(14) (128) (46)

Millions of Pounds

Operating Statistics
Production*®

Ethylene 3,217 3,291 3,574
Polyethylene 2,004 1,956 2,230
Styrene 887 456 404
Normal alpha olefins 592 563 293

* Production volumes for periods after July 1, 2000, include ConocoPhillips’
50 percent share of Chevron Phillips Chemical Company LLC.

2002 vs. 2001

ConocoPhillips’ Chemicals segment consists of its 50 percent
equity investment in CPChem, which was formed when the
company and ChevronTexaco combined their worldwide chemicals
businesses in July 2000.

The Chemicals segment incurred a net loss of $14 million in
2002, compared with a net loss of $128 million in 2001. The
worldwide chemicals industry experienced an economic downturn
beginning in the second half of 2000, and these difficult conditions
remained present through 2001 and 2002. The downturn has been

marked by decreased product demand and low product margins
across key product lines. The smaller net loss in 2002 was
primarily the result of higher margins due to lower operating
expenses, feedstock costs and energy prices, partially offset by
decreased sales prices.

A fire caused the shutdown of styrene production at CPChem’s
St. James, Louisiana, facility in February 2001. Production was
restored in October 2001. Production volumes for other major
product lines were comparable between 2002 and 2001.

The net loss in 2001 included several asset retirements and
impairments totaling $84 million after-tax because of depressed
economic conditions. A developmental reactor at the Houston
Chemical Complex in Pasadena, Texas, was retired; property
impairments were recorded on two polyethylene reactors at the
Orange chemical plant in Orange, Texas; an ethylene unit was
retired at the Sweeny complex in Old Ocean, Texas; an equity
affiliate of CPChem recorded a property impairment related to a
polypropylene facility; property impairments were taken on the
manufacturing facility in Puerto Rico; and the benzene and
cyclohexane units at the Puerto Rico facility were retired. In
addition, the valuation allowance on the Puerto Rico facility’s
deferred tax asset related to its net operating losses was increased
in 2001 so that the deferred tax assets were fully offset by
valuation allowances. Partially offsetting these impairments was a
business interruption insurance settlement recorded by CPChem
and a favorable deferred tax adjustment, related to the tax basis of
its investment, recorded by ConocoPhillips that resulted from an
impairment related to the Puerto Rico facility, together totaling
$57 million after-tax.

2001 vs. 2000

The Chemicals segment incurred a net loss of $128 million in
2001, compared with a net loss of $46 million in 2000. Global
conditions for the chemicals and plastics industry were extremely
difficult in 2001. Worldwide economic slowdowns, including a
recessionary economy in the United States, led to decreased
product demand and low product margins across many key
product lines. CPChem’s results were negatively affected by low
ethylene, polyethylene and aromatics margins, as well as lower
ethylene and polyethylene production. In addition to low margins
and production volumes, 2001 contained interest charges incurred
by CPChem that were not present in the first six months of 2000
prior to the formation of CPChem.

The difficult marketing environment led to several asset
retirements and impairments being recorded by CPChem in 2001.
Partially offsetting these impairments was a business interruption
insurance settlement recorded by CPChem and a favorable
deferred tax adjustment recorded by ConocoPhillips that resulted
from the Puerto Rico facility impairment, together totaling
$57 million after-tax.

The net loss for 2000 included ConocoPhillips’ share of a
property impairment that CPChem recorded in the fourth quarter
related to its Puerto Rico facility. The impairment was required
due to the deteriorating outlook for future paraxylene market
conditions and a shift in strategic direction at the facility. In
addition, a valuation allowance was recorded against a related
deferred tax asset. Combined, these two items resulted in a non-
cash $180 million after-tax charge to CPChem’s earnings.
ConocoPhillips’ share was $90 million.
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Emerging Businesses
Millions of Dollars

2002 2001 2000
Net Loss
Carbon fibers $ (15 — —
Fuels technology (16) (12) —
Gas-to-liquids (273) — —
Power generation and other 6) —

$(310) (12) —

2002 vs. 2001

The Emerging Businesses segment includes the development of
new businesses beyond the company’s traditional operations.
Emerging Businesses include carbon fibers, natural gas-to-liquids
technology, fuels technology and power generation. Prior to the
merger, this segment only included Phillips’ fuels technology
business.

The Emerging Businesses segment posted a net loss of
$310 million in 2002, compared with a net loss of $12 million in
2001. Results for 2002 included a $246 million write-off of
acquired in-process research and development costs related to
Conoco’s natural gas-to-liquids and other technologies. In
accordance with FASB Interpretation No. 4, “Applicability of
FASB Statement No. 2 to Business Combinations Accounted for
by the Purchase Method,” value assigned to research and
development activities in the purchase price allocation that have
no alternative future use should be charged to expense at the date
of the consummation of the combination. The $246 million charge
was the same on both a before-tax and after-tax basis, as there was
no tax basis to the assigned value prior to its write-off. The
increased number of developing businesses after the merger also
contributed to the larger losses in 2002.

ConocoPhillips announced in February 2003 that it will shut
down its carbon fibers project, as a result of market, operating
and technology uncertainties. At the time of the merger, the
company identified these uncertainties facing the carbon fibers
project and initiated a strategic update for the new management
of the company. In early 2003, the strategic update was
completed and management made the decision to shut down the
project. In the preliminary purchase price allocation, the company
valued the carbon fibers technology at an amount equal to the
plant construction costs. In the first quarter of 2003, the company
will reduce the preliminary purchase price allocation associated
with this project and accrue for shutdown, severance and other
related costs that will result in a corresponding net increase in
goodwill of $125 million.

2001 vs. 2000

In 2001, the Emerging Businesses segment included the
company’s development of new fuels technologies. Prior to 2001,
these activities were not separately identifiable, and were
included in the R&M segment.

Corporate and Other
Millions of Dollars

2002 2001 2000

Net Loss
Net interest $ (396) (262) (278)
Corporate general and administrative expenses 173) (114) 87)
Discontinued operations (993) 32 14
Merger-related costs (307) — —
Other 49) 71 (86)
$(1,918) (415) (437)

2002 vs. 2001

Net interest represents interest expense, net of interest income
and capitalized interest. Net interest increased 51 percent in
2002, mainly due to higher debt levels following the Tosco
acquisition and the merger of Conoco and Phillips.

Corporate general and administrative expenses increased
52 percent in 2002, primarily due to the impact of the merger. In
addition, 2002 also included higher benefit-related costs,
primarily from the accelerated vesting of awards under certain
long-term compensation plans that occurred at the time of
stockholder approval of the merger.

Losses from discontinued operations were $993 million in
2002, compared with income of $32 million in 2001. The 2002
amount included after-tax impairments and loss accruals of
$1,077 million associated with the assets held for sale. See
Note 4 — Discontinued Operations in the Notes to Consolidated
Financial Statements for additional information on the
impairments and loss accruals, as well as a description of the
assets included in discontinued operations.

Merger-related costs in 2002 included restructuring accruals
of $252 million, primarily related to work force reduction
charges; change-in-control costs associated with seismic
contracts totaling $22 million; and other transition costs of
$33 million. Other merger-related costs of $250 million were
recorded by the operating segments, bringing total merger-related
costs to $557 million after-tax.

The category “Other” consists primarily of items not directly
associated with the operating segments on a stand-alone basis,
including captive insurance operations, certain foreign currency
gains and losses, the tax impact of consolidations, and dividends
on the preferred securities of the Phillips 66 Capital Trusts I and
II. Results from Other were improved in 2002 primarily due to
more favorable foreign currency transactions, and a favorable
revaluation and settlement of certain long-term incentive units
that were converted into Phillips performance units held by
former senior Tosco executives, none of whom are employees of
ConocoPhillips. Included in 2002 and 2001 were extraordinary
losses on the early retirement of debt totaling $16 million and
$10 million, respectively.

2001 vs. 2000

Corporate and Other net loss decreased 5 percent in 2001,
compared with 2000, primarily due to lower net interest expense
and improved results from discontinued operations partially
offset by higher staff costs, contributions, corporate advertising
and corporate transportation costs.




Capital Resources and Liquidity

Financial Indicators
Millions of Dollars
Except as Indicated

2002 2001 2000
Current ratio 9 1.3 .8
Total debt repayment obligations due
within one year $ 849 44 262
Total debt $19,766 8,654 6,884
Mandatorily redeemable preferred securities
of trust subsidiaries $ 350 650 650
Other minority interests $ 651 5 1
Common stockholders’ equity $29,517 14,340 6,093
Percent of total debt to capital* 39% 37 51
Percent of floating-rate debt to total debt 12% 20 17

*Capital includes total debt, mandatorily redeemable preferred securities, other
minority interests and common stockholders’ equity. Expected new accounting
rules in 2003 likely will cause mandatorily redeemable preferred securities to
be presented as a liability. The increase in ConocoPhillips’ debt-to-capital ratio
from December 31, 2001, to December 31, 2002, resulted primarily from the
merger. In addition to $12 billion of Conoco debt assumed, purchase
accounting required the debt to be recorded at fair value at the time of the
merger, increasing total debt by an additional $565 million.

Significant Sources of Capital

During 2002, cash of $4,969 million was provided by operating
activities, an increase of $1,407 million from 2001. Cash provided
by operating activities before changes in working capital increased
$54 million compared with 2001, primarily due to higher
dividends from equity affiliates, higher crude oil prices and higher
crude oil and natural gas volumes, offset by lower natural gas
prices, lower refining margins, higher interest expenses and
merger-related costs. Positive working capital changes of

$1,184 million were primarily due to an increase in accounts
payable, an increase in taxes and other accruals and a decrease in
inventories, partially offset by increased receivables. Discontinued
operations provided $202 million of operating cash flows in 2002,
an increase of $169 million compared to 2001. The increase in
2002 was primarily due to 2002 including a full year of cash flow
from a portion of assets acquired in the Tosco acquisition that are
now included in discontinued operations.

During 2002, cash and cash equivalents increased
$165 million. In addition to the cash provided by operating
activities, $815 million was received from the sale of various
ConocoPhillips assets; including the sale of exploration and
production assets in the Netherlands, assets in Canada and
propane terminal assets at Jefferson City, Missouri, and East
St. Louis, Illinois. Funds were used to support the company’s
ongoing capital expenditures program, repay debt and pay
dividends. In October 2002, ConocoPhillips’ Board of Directors
declared a dividend of $.40 per share, payable December 2,
2002, which represented an 11 percent increase in the
quarterly dividend.

To meet its liquidity requirements, including funding its capital
program, paying dividends and repaying debt, the company looks
to a variety of funding sources, primarily cash generated from
operating activities. By the end of 2004, however, the company
anticipates raising funds of $3 billion to $4 billion, of which
approximately $600 million had been raised as of December 31,
2002, from the sale of assets, including those assets required by
the FTC to be sold. In December 2002, ConocoPhillips entered
into an agreement to sell its Woods Cross refinery and associated
marketing assets, subject to state and federal regulatory approvals.

Also in December 2002, the company committed to and initiated
a plan to sell a substantial portion of its U.S. company-owned
retail sites.

While the stability of the company’s cash flows from operating
activities benefits from geographic diversity and the effects of
upstream and downstream integration, the company’s operating
cash flows remain exposed to the volatility of commodity crude oil
and natural gas prices and downstream margins, as well as periodic
cash needs to finance tax payments and crude oil, natural gas and
petroleum product purchases. The company’s primary funding
source for short-term working capital needs is a $4 billion
commercial paper program, a portion of which may be
denominated in euros (limited to euro 3 billion), supported by
$4 billion in revolving credit facilities. Commercial paper
maturities are generally kept within 90 days. At December 31,
2002, ConocoPhillips had $1,517 million of commercial paper
outstanding, of which $206 million was denominated in foreign
currencies.

Effective October 15, 2002, ConocoPhillips entered into two
new revolving credit facilities to replace the previously existing
$2.5 billion Conoco credit facilities, and also amended and
restated a prior Phillips revolving credit facility to include
ConocoPhillips as a borrower. The company now has a $2 billion
364-day revolving credit facility expiring on October 14, 2003,
and two revolving credit facilities totaling $2 billion expiring in
October 2006. There were no outstanding borrowings under any of
these facilities at December 31, 2002. These credit facilities
support the company’s $4 billion commercial paper program.
ConocoPhillips’ Norwegian subsidiary has two $300 million
revolving credit facilities that expire in June 2004, under which no
borrowings were outstanding as of December 31, 2002.

In addition to the bank credit facilities, ConocoPhillips sells
certain credit card and trade receivables to two Qualifying Special
Purpose Entities (QSPEs) in revolving-period securitization
arrangements. These arrangements provide for ConocoPhillips to
sell, and the QSPEs to purchase, certain receivables and for the
QSPEs to then issue beneficial interests of up to $1.5 billion to
five bank-sponsored entities. At December 31, 2002 and 2001, the
company had sold accounts receivable of $1.3 billion and
$940 million, respectively. The receivables sold have been
sufficiently isolated from ConocoPhillips to qualify for sales
treatment. All five bank-sponsored entities are multi-seller
conduits with access to the commercial paper market and purchase
interests in similar receivables from numerous other companies
unrelated to ConocoPhillips. ConocoPhillips has no ownership in
any of the bank-sponsored entities and has no voting influence
over any bank-sponsored entity’s operating and financial
decisions. As a result, ConocoPhillips does not consolidate any of
these entities. Beneficial interests retained by ConocoPhillips in
the pool of receivables held by the QSPEs are subordinate to the
beneficial interests issued to the bank-sponsored entities and were
measured and recorded at fair value based on the present value of
future expected cash flows estimated using management’s best
estimates concerning the receivables performance, including credit
losses and dilution discounted at a rate commensurate with the
risks involved to arrive at present value. These assumptions are
updated periodically based on actual credit loss experience and
market interest rates. ConocoPhillips also retains servicing
responsibility related to the sold receivables. The fair value of the
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servicing responsibility approximates adequate compensation for
the servicing costs incurred. ConocoPhillips’ retained interest in
the sold receivables at December 31, 2002 and 2001, was

$1.3 billion and $450 million, respectively. Under accounting
principles generally accepted in the United States, the QSPEs
are not consolidated by ConocoPhillips. ConocoPhillips retained
interest in sold receivables is reported on the balance sheet in
accounts and notes receivable. See Note 13 — Sales of
Receivables in the Notes to Consolidated Financial Statements
for additional information.

On October 9, 2002, ConocoPhillips issued $2 billion of
senior unsecured debt securities, consisting of $400 million
3.625% notes due 2007, $1 billion 4.75% notes due 2012, and
$600 million 5.90% notes due 2032. The $1,980 million net
proceeds of the offering were used to reduce commercial paper,
to retire Conoco’s $500 million floating rate notes due October
15, 2002, and for general corporate purposes.

Moody’s Investor Service has assigned a rating of A3 on
ConocoPhillips’ senior long-term debt; and Standard and Poors
and Fitch have assigned a rating of A-. ConocoPhillips does not
have any ratings triggers on any of its corporate debt that would
cause an automatic event of default in the event of a downgrade
of ConocoPhillips’ debt rating and thereby impacting
ConocoPhillips’ access to liquidity. In the event that
ConocoPhillips’ credit were to deteriorate to a level that would
prohibit ConocoPhillips from accessing the commercial paper
market, ConocoPhillips would still be able to access funds under
its $4.6 billion revolving credit facilities. Based on
ConocoPhillips’ year-end commercial paper balance of
$1.5 billion, ConocoPhillips had access to $3.1 billion in
borrowing capacity as of December 31, 2002, after repaying all
outstanding commercial paper, which provides ample liquidity
to cover any needs that its businesses may require to cover daily
operations.

Other Financing and Off-Balance Sheet Arrangements

During 1996 and 1997, ConocoPhillips formed two statutory
business trusts, Phillips 66 Capital I and Phillips 66 Capital II.
The company owns all of the common securities of the trusts
and the trusts are consolidated by the company. The trusts exist
for the sole purpose of issuing preferred securities to outside
investors, and investing the proceeds thereof in an equivalent
amount of subordinated debt securities of ConocoPhillips. The
two trusts were established to raise funds for general corporate
purposes. The subordinated debt securities of ConocoPhillips
held by the trusts are eliminated in consolidation. The

$300 million of 8.24% Trust Originated Preferred Securities
issued by Phillips 66 Capital Trust I became callable, at par,
$25 per share, during May 2001. On May 31, 2002,
ConocoPhillips redeemed all of its outstanding subordinated
debt securities held by the Trust, which triggered the redemption
of the $300 million of trust preferred securities at par value,
$25 per share. The redemption was funded by the issuance of
commercial paper. The remaining $350 million of mandatorily
redeemable preferred trust securities issued by Phillips 66
Capital Trust II are mandatorily redeemable in 2037, when the
subordinated debt securities of ConocoPhillips held by the trust
are required to be repaid. The mandatorily redeemable preferred

securities are presented in the mezzanine section of the balance
sheet. See Note 17 — Preferred Stock and Other Minority
Interests in the Notes to Consolidated Financial Statements.

ConocoPhillips also had outstanding, at December 31, 2002,
$645 million of equity held by minority interest owners, which
provide a preferred return to those minority interest holders. In
1999, Conoco formed Conoco Corporate Holdings L.P. by
contributing an office building and four aircraft. The limited
partner interest was sold to Highlander Investors L.L.C. for
$141 million, which represented an initial net 47 percent
interest. Highlander is entitled to a cumulative annual priority
return on its investment of 7.86 percent. The net minority
interest in Conoco Corporate Holdings was $141 million at
December 31, 2002, and is mandatorily redeemable in 2019 or
callable without penalty beginning in the fourth quarter of 2004.
In 2001, Conoco and Cold Spring Finance S.a.r.l. formed
Ashford Energy Capital S.A. through the contribution of cash
and a Conoco subsidiary promissory note. Cold Spring Finance
S.a.rl. held a $504 million net minority interest in Ashford
Energy at December 31, 2002, and is entitled to a cumulative
annual preferred return on its investment, based on three-month
LIBOR rates plus 1.27 percent. The preferred return at
December 31, 2002, was 2.70 percent. These minority interests
are presented in the mezzanine section of the balance sheet. See
Note 17 — Preferred Stock and Other Minority Interests in the
Notes to Consolidated Financial Statements.

In January 2003, the FASB issued Interpretation No. 46,
“Consolidation of Variable Interest Entities,” and later in 2003,
the FASB is expected to issue Statement of Financial Accounting
Standards (SFAS) No. 149, “Accounting for Certain Financial
Instruments with Characteristics of Liabilities and Equity.” The
company is evaluating these new pronouncements to determine
whether the amounts currently presented in the mezzanine
section of the balance sheet will be required to be presented as
debt or as equity on the balance sheet. See Note 27 — New
Accounting Standards and Note 28 — Variable Interest Entities
in the Notes to Consolidated Financial Statements for more
information.

The company leases ocean transport vessels, drillships, tank
railcars, corporate aircraft, service stations, computers, office
buildings, certain refining equipment, and other facilities and
equipment. Prior to the acquisition of Tosco and the merger, the
company had in place leasing arrangements for tankers,
corporate aircraft and the construction of various retail
marketing outlets. At December 31, 2002, approximately
$730 million had been utilized under those arrangements, which
is the total capacity available. At the time the company acquired
Tosco, Tosco had in place previously arranged leasing
arrangements for various retail stations and two office buildings
in Tempe, Arizona. At December 31, 2002, approximately
$1.3 billion had been utilized under those arrangements, which
is the total capacity available. In addition, at the time of the
merger, Conoco had in place leasing arrangements for certain
refining equipment, two drillships, and various retail marketing
outlets. At December 31, 2002, approximately $370 million had
been utilized under those arrangements.

Several of the above leasing arrangements are with special
purpose entities (SPEs) that are third-party trusts established by




a trustee and funded by financial institutions. Other than those
leasing arrangements, ConocoPhillips has no other direct or
indirect relationship with the trusts or their investors. Each SPE
from which ConocoPhillips leases assets is funded by at least

3 percent substantive, unaffiliated third-party, residual equity
capital investment, which is at risk during the entire term of the
lease. Changes in market interest rates do have an impact on the
periodic amount of lease payments. ConocoPhillips has various
purchase options to acquire the leased assets from the SPEs at
the end of the lease term, but those purchase options are not
required to be exercised by ConocoPhillips under any
circumstances. If ConocoPhillips does not exercise its purchase
option on a leased asset, the company does have guaranteed
residual values, which are due at the end of the lease terms, but
those guaranteed amounts would be reduced by the fair market
value of the leased assets returned. These various leasing
arrangements meet all requirements under generally accepted
accounting principles to be treated as operating leases. However,
in January 2003, the FASB issued Interpretation No. 46,
“Consolidation of Variable Interest Entities,” which will require
consolidation in July 2003 of certain SPEs that were created
prior to January 31, 2003, and which are still in existence at
June 15, 2003. The company is evaluating the new
Interpretation to determine whether the assets and debt of the
leasing arrangements would be consolidated. See Note 28 —
Variable Interest Entities in the Notes to Consolidated Financial
Statements for more information. If the company is required to
consolidate all of these entities, the assets of the entities and
debt of approximately $2.4 billion would be required to be
included in the consolidated financial statements. The
company’s maximum exposure to loss as a result of its
involvement with the entities would be the debt of the entity
less the fair value of the assets at the end of the lease terms. Of
the $2.4 billion debt that would be consolidated, approximately
$1.5 billion is associated with a major portion of the company’s
owned retail stores that the company has announced it plans to
sell. As a result of the planned divestiture, the company plans to
exercise purchase option provisions during 2003 and terminate
various operating leases involving approximately 900 store sites
and two office buildings. In addition, see Note 4 —
Discontinued Operations in the Notes to Consolidated Financial
Statements for details regarding the provisions for losses and
penalties recorded in the fourth quarter, 2002 for the planned
divestiture. Depending upon the timing of the company’s
exercise of these purchase options, and the determination of
whether or not the lessor entities in these operating leases are
variable interest entities requiring consolidation in 2003, some
or all of these lessor entities could become consolidated
subsidiaries of the company prior to the exercise of the purchase
options and termination of the leases. See Note 14 —
Guarantees and Note 19 — Non-Mineral Leases in the Notes to
Consolidated Financial Statements.

During 2000, ConocoPhillips contributed its midstream gas
gathering, processing and marketing business and its worldwide
chemicals business to joint ventures with Duke Energy
Corporation and ChevronTexaco Corporation, as successor to
Chevron Corporation (ChevronTexaco), respectively, forming
DEFS and CPChem, respectively. ConocoPhillips owns

30.3 percent of DEFS and 50 percent of CPChem, accounting
for its interests in both companies using the equity method of
accounting. The capital and financing programs of both of these
joint-venture companies are intended to be self-funding.

DEFS supplies a substantial portion of its natural gas liquids
to ConocoPhillips and CPChem under a supply agreement that
continues until December 31, 2014. This purchase commitment
is on an “if-produced, will-purchase” basis so it has no fixed
production schedule, but has been, and is expected to be, a
relatively stable purchase pattern over the term of the contract.
Natural gas liquids are purchased under this agreement at
various published market index prices, less transportation and
fractionation fees. DEFS also purchases raw natural gas from
ConocoPhillips’ E&P operations.

ConocoPhillips and CPChem have multiple supply and
purchase agreements in place, ranging in initial terms from four
to 15 years, with extension options. These agreements cover
sales and purchases of refined products, solvents, and
petrochemical and natural gas liquids feedstocks, as well as fuel
oils and gases. Delivery quantities vary by product, ranging from
zero to 100 percent of production capacity at a particular
refinery, most at the buyer’s option. All products are purchased
and sold under specified pricing formulas based on various
published pricing indexes, consistent with terms extended to
third-party customers.

In the second quarter of 2001, ConocoPhillips and its co-
venturers in the Hamaca project secured approximately
$1.1 billion in a joint debt financing for their heavy-crude oil
project in Venezuela. The Export-Import Bank of the United
States provided a guarantee supporting a 17-year-term
$628 million bank facility. The joint venture also arranged a
$470 million 14-year-term commercial bank facility for the
project. Total debt of $947 million was outstanding under these
credit facilities at December 31, 2002. ConocoPhillips, through
the joint venture, holds a 40 percent interest in the Hamaca
project, which is operated on behalf of the co-venturers by
Petrolera Ameriven. The proceeds of these joint financings are
being used to partially fund the development of the heavy-oil
field and the construction of pipelines and a heavy-oil upgrader.
The remaining necessary funding will be provided by capital
contributions from the co-venturers on a pro rata basis to the
extent necessary to successfully complete construction. Once
completion certification is achieved, the joint project financings
will become non-recourse with respect to the co-venturers and
the lenders under those facilities can then look only to the
Hamaca project’s cash flows for payment.

MSLP is a limited partnership in which ConocoPhillips and
PDVSA each own an indirect 50 percent interest. During 1999,
MSLP issued $350 million of 8.85 percent bonds due 2019 that
ConocoPhillips and PDVSA are joint-and-severally liable for
under a construction completion guarantee. The bond proceeds
were used to fund construction of a coker, vacuum unit and
related facilities at the ConocoPhillips Sweeny refinery plus
certain improvements to existing facilities at the same location.
MSLP owns and operates the coker and vacuum unit and, in the
third quarter of 2000, began processing long residue produced
from the Venezuelan Merey crude oil delivered under a supply
agreement that ConocoPhillips has with PDVSA. MSLP charges
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ConocoPhillips a fee to process the long residue through the
vacuum unit and coker. This is the partnership’s primary source
of revenue. If completion certification is not attained by

2004, the full debt is due. Upon completion certification, the
8.85 percent bonds become non-recourse to the two MSLP
partners and the bondholders can then look only to MSLP cash
flows for payment.

ConocoPhillips purchased the improvements to existing
facilities from MSLP for a price equal to the cost of construction
and MSLP provided seller financing. Terms of financing provide
for 240 monthly payments of principal and interest commencing
September 2000 with interest accruing at a 7 percent annual
rate. The principal balance due on the seller financing was
$131 million at December 31, 2002, and is included as long-term
debt in ConocoPhillips’ balance sheet. MSLP pays a monthly
access fee to ConocoPhillips for the use of the improvements to
the refinery. The access fee equals the monthly principal and
interest paid by ConocoPhillips to purchase the improvements
from MSLP. To the extent the access fee is not paid by MSLP,
ConocoPhillips is not obligated to make payments for the
improvements.

During the first quarter of 2002, MSLP issued $25 million of
tax-exempt bonds due 2021. This issuance, combined with
similar bonds MSLP issued in 1998, 2000, and 2001, bring the
total outstanding to $100 million. As a result of the company’s
support as a primary obligor of a 50 percent share of these MSLP
financings, $50 million and $38 million of long-term debt is
included in ConocoPhillips’ balance sheet at December 31, 2002,
and December 31, 2001, respectively.

ConocoPhillips has transactions with many unconsolidated
affiliates. Equity affiliate sales and services to ConocoPhillips
amounted to $1,545 million in 2002, $1,110 million in 2001 and
$1,347 million in 2000. Equity affiliate purchases from
ConocoPhillips totaled $1,554 million in 2002, $935 million in
2001 and $1,573 million in 2000. These agreements were not the
result of arms-length negotiations. However, ConocoPhillips
believes that these contracts are generally at values that are
similar to those that could be negotiated with independent
third parties.

Capital Requirements
For information about ConocoPhillips’ capital expenditures and
investments, see “Capital Spending” below.

During 2002 and January 2003, ConocoPhillips redeemed the
following notes and funded the redemptions with commercial
paper:
= its $250 million 8.86% notes due May 15, 2022, at

104.43 percent;
m its $171 million 7.443% senior unsecured notes due 2004;
= its $250 million 8.49% notes due January 1, 2023, at
104.245 percent; and
= its $181 million SRW Cogeneration Limited Partnership note.

In addition, in April 2003, ConocoPhillips plans to redeem its
$250 million 7.92% notes due in 2023 at 103.96 percent.

The following table summarizes the maturities of the drawn
balances of the company’s various debt instruments, as well as

other non-cancelable, fixed or minimum, contractual
commitments, as of December 31, 2002:

Millions of Dollars
Payments Due by Period
Debt and other non-cancelable Up to 2-3 4-5  After
cash commitments Total 1Year Years Years 5 Years

Total debt* $19,766 849 2,667 3,827 12,423
Mandatorily redeemable other
minority interests and

preferred securities 491 — — — 491
Operating leases

Minimum rental payments** 4,101 649 1,025 792 1,635

Sublease offsets (641)  (129) (165) 83) (264

Unconditional throughput and
processing fee and purchase
commitments*** 3,785 438 760 598 1,989

*Includes net unamortized premiums and discounts.

**Excludes $383 million in lease commitments that begin upon delivery of five
crude oil tankers currently under construction. Delivery is expected in the
third and fourth quarters of 2003.

***Represents non-market purchase commitments and obligations to transfer
funds in the future for fixed or minimum amounts at fixed or minimum prices
under various throughput or tolling agreements.

In addition to the above contractual commitments, the company
has various guarantees that have the potential for requiring cash
outflows resulting from a contingent event that could require
company performance pursuant to a funding commitment to a
third or related party. See Note 14 — Guarantees in the Notes to
Consolidated Financial Statements for additional details. The
following table summarizes the potential amounts and remaining
time frames of these direct and indirect guarantees, as of
December 31, 2002.

Millions of Dollars
Amount of Expected Guarantee
Expiration Per Period
Up to 2-3 4-5  After
Direct and indirect guarantees Total 1Year Years Years 5 Years

Construction completion guarantees*  $ 859 418 441 — —
Guaranteed residual values on leases** $1,821 196 1,046 145 434

Guarantees of joint-venture debt*** 355 54 74 8 219
Other guarantees and
indemnifications®*** 662 121 141 37 363

*Amounts represent ConocoPhillips’ maximum future potential payments
under construction completion guarantees for debt and bond financing
arrangements secured by the Hamaca and Merey Sweeny joint-venture
projects in Venezuela and Texas, respectively. The debt is non-recourse to
ConocoPhillips upon completion certification of the projects. Figures in the
table represent maximum amount due under the guarantee in the event
completion certification is not achieved. The Merey Sweeny debt is joint-and-
several and included at its gross amount.

**Represents maximum additional amounts that would be due at the end of the
term of certain operating leases if the fair value of the leased property was
less than the guaranteed amount. See Note 19 — Non-Mineral Leases in the
Notes to Consolidated Financial Statements.

***Represents amount of obligations directly guaranteed by the company in
the event a guaranteed joint venture does not perform.

****Represents Merey Sweeny, L.P agreement requirement to pay cash calls as
required to meet minimum operating requirements of the venture, in the event
revenues do not cover expenses over the next 18 years. Also includes certain
potential payments related to two drillships, two LNG vessels, dealer and
Jjobber loan guarantees to support the company s marketing business, a
guarantee supporting a lease assignment on a corporate aircraft and
guarantees of lease payment obligations for a joint venture. The maximum
amount of future payments under tax and general indemnifications from
normal ongoing operations is indeterminable.




Capital Spending
Capital Expenditures and Investments

Millions of Dollars

2003
Budget 2002 2001 2000%*
E&P
United States — Alaska $ 704 706 965 538
United States — Lower 48 780 499 389 413
International 3,433 2,071 1,162 726
4,917 3,276 2,516 1,677
Midstream 23 5 — 17
R&M
United States 881 676 423 217
International 250 164 5 —
1,131 840 428 217
Chemicals — 60 6 67
Emerging Businesses 248 122 — —
Corporate and Other* 173 85 66 39
$6,492 4,388 3,016 2,017
United States $2,630 2,043 1,849 1,264
International 3,862 2,345 1,167 753
$6,492 4,388 3,016 2,017
Discontinued operations $ 60 97 69 5

*Excludes discontinued operations.
**Excludes the Alaskan acquisition.

ConocoPhillips’ capital spending for continuing operations for the
three-year period ending December 31, 2002, totaled $9.4 billion,
excluding the purchase of ARCO’s Alaskan businesses in 2000.
The company’s spending was primarily focused on the growth of
its E&P business, with more than 79 percent of total spending for
continuing operations in this segment. On March 31, 2000,
ConocoPhillips contributed the gas gathering, processing and
marketing portion of its then Midstream business to DEFS. On
July 1, 2000, ConocoPhillips contributed its Chemicals business to
CPChem. The capital programs of these joint-venture companies
are intended to be self-funding.

Including approximately $400 million in capitalized interest
and $200 million that will be funded by minority interests in the
Bayu-Undan gas export project, ConocoPhillips’ Board of
Directors (Board) has approved $6.5 billion for capital projects
and investments for continuing operations in 2003, a 48 percent
increase over 2002 capital spending of $4.4 billion. The company
plans to direct approximately 75 percent of its 2003 capital budget
to E&P and about 17 percent to R&M. The remaining budget will
be allocated toward emerging businesses, mainly power
generation, and general corporate purposes, with a significant
majority related to global integration of systems. Forty-one percent
of the budget is targeted for projects in the United States. In
addition to the above budget, ConocoPhillips expects to spend
about $300 million to exercise purchase options for retail stores
and office buildings, which are currently within various lease
arrangements.

E&P

Capital spending for continuing operations for E&P during the

three-year period ending December 31, 2002, totaled $7.5 billion.

The expenditures over the three-year period supported several key

exploration and development projects including:

= National Petroleum Reserve — Alaska (NPR-A) and satellite
field prospects on Alaska’s North Slope;

= the Hamaca heavy-oil project in Venezuela’s Orinoco Oil Belt;

= the Peng Lai 19-3 discovery in China’s Bohai Bay and
additional Bohai Bay appraisal and satellite field prospects;

= the Kashagan field in the north Caspian Sea, offshore
Kazakhstan;

» the Jade, Clair and CMS3 developments in the United Kingdom;

= the Bayu-Undan gas recycle project in the Timor Sea;

= acquisition of deepwater exploratory interests in Angola,
Nigeria, Brazil, and the U.S. Gulf of Mexico;

= fields in Vietnam;

= Canadian conventional oil and gas projects, as well as expansion
of the Syncrude project; and

= fields in Indonesia.

Capital expenditures for construction of the Endeavour Class
tankers and an additional interest in the Trans-Alaska Pipeline
System were also included in the E&P segment.

ConocoPhillips has contracted to build, for approximately
$200 million each, five double-hulled Endeavour Class tankers for
use in transporting Alaskan crude oil to the U.S. West Coast.
During 2001, the Polar Endeavour, the first Endeavour Class
tanker, entered service. The second tanker, the Polar Resolution,
entered service in May 2002. The third tanker, the Polar
Discovery, was christened on April 13, 2002, and is expected to
enter service in 2003. ConocoPhillips expects to add a new
Endeavour Class tanker to its fleet each year through 2005,
allowing the company to retire older ships and cancel non-
operated charters.

In 2002, the company and its co-venturers drilled or
participated in 69 development wells at the Alaska Prudhoe Bay
field. Also, new equipment was added to increase the efficiency
of the field’s existing water flood. At the Kuparuk field, 14 new
development wells were added, and the Drill Site 3S (Palm) was
installed earlier in the year. Production at Palm began in the
fourth quarter. At Alpine, nine new development wells were
added. Other capital spending at Alpine included facility
improvements.

During the fourth quarter of 2001, heavy-crude-oil production
began from the Hamaca project in Venezuela’s Orinoco Oil Belt.
Construction of an upgrader to convert heavy crude into a
26-degree API synthetic crude continues. Completion of the
upgrader is expected in 2004. ConocoPhillips owns a 40 percent
equity interest in the Hamaca project. ConocoPhillips’ other
heavy-oil project, Petrozuata, incurred no significant capital
expenditures in 2002. In addition to the Hamaca development and
Petrozuata, ConocoPhillips submitted a Declaration of
Commerciality to the Venezuelan government on the Corocoro oil
discovery in the fourth quarter of 2002. Development approval is
expected in the first half of 2003, with expenditures to follow
later in the year.

In 2002, development activities continued on the company’s
Peng Lai 19-3 discovery in Block 11/05 in China’s Bohai Bay
with production beginning late in the fourth quarter of 2002.
Technical design activities for the second phase of development
continued during 2002.

In 2002, ConocoPhillips and its co-venturers, in conjunction
with the government of the Republic of Kazakhstan, declared the
Kashagan field on the Kazakhstan shelf in the north Caspian Sea
to be commercial. This declaration of commerciality enabled
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preparation of a development plan for the field. Drilling of the
first of five planned appraisal wells was successfully completed in
early 2002. Evaluation of test results continues on the second and
third wells, drilling operations continue on the fourth, and testing
continues on the fifth of these appraisal wells. In May 2002,
ConocoPhillips, along with the other remaining co-venturers,
completed the acquisition of proportionate interests of other co-
venturers rights, which increased ConocoPhillips’ ownership
interest from 7.14 percent to 8.33 percent. In October 2002,
ConocoPhillips and its co-venturers announced a new
hydrocarbon discovery in the Kazakhstan sector of the Caspian
Sea. An initial test well, the Kalamkas-1, flowed oil. This well is
located adjacent to the Kashagan field.

In 2002, development of ConocoPhillips’ Jade field, in the
UK. sector of the North Sea, continued with first production
occurring in February 2002. A second production well was
successfully drilled and began producing during the second
quarter of 2002. In the second half of the year, two more
production wells were completed and began producing.
ConocoPhillips is the operator and holds a 32.5 percent interest in
Jade. An exploration well was spudded late in 2002 and drilling
operations are continuing into 2003.

In September 2002, ConocoPhillips began production from the
Hawksley field in the southern sector of the U.K. North Sea. The
Hawksley discovery well, 44/17a-6y, was completed in July 2002
in one of five natural gas reservoirs currently being developed by
ConocoPhillips as a single, unitized project. The other reservoirs
are McAdam, Murdoch K, Boulton, and Watt. Collectively, they
are known as CMS3 due to their utilization of the production and
transportation facilities of the ConocoPhillips-operated Caister
Murdoch system (CMS). ConocoPhillips is the operator of CMS3
and holds a 59.5 percent interest.

ConocoPhillips’ $1.9 billion gross Bayu-Undan gas-recycle
project activities continued in the Timor Sea during 2002. This
involved the drilling of future production wells from the wellhead
platform and the installation of the platform jackets and all in-
field flowlines. Fabrication and assembly of two large platform
decks continues in Korea, as does work on the multi-product
floating, storage and offtake vessel (FSO). At year-end, the project
was approximately 69 percent complete. During mid-2003, the
decks and FSO will be installed with first gas and commissioning
commencing in the third quarter of 2003. Liquid sales will
commence in early 2004 with production ramp-up occurring
during the first six months of 2004. Activity associated with the
Bayu-Undan gas export project, including a pipeline to Darwin
and a liquefied natural gas plant, currently is focused on
preparation of approval documentation and project design.
Construction is expected to start in early 2003, following the
Timor Sea Treaty ratification by Australia. ConocoPhillips’ direct
interest in the unitized Bayu-Undan field was 55.9 percent at
year-end 2002. A further 8.25 percent interest was held through
Petroz N.L., in which the company had an 89.7 percent stock
ownership at year-end. ConocoPhillips has effective voting
control over the pipeline and liquefied natural gas plant
component of the gas export project and thus plans to consolidate
that part of the Bayu-Undan project and present the other
venturers as minority interests.

In 2002, ConocoPhillips continued pursuing the goal of
increasing its presence in high-potential deepwater areas.
ConocoPhillips was the high bidder in the central Gulf of
Mexico sale for the Lorien prospect located in Green Canyon
Block 199 and was officially awarded the block in 2002. In
Brazil, ConocoPhillips acquired joint-venture partners for its
two deepwater blocks and purchased additional seismic data.
Plans for 2003 include the purchase of additional seismic data
and the further evaluation of the two blocks’ prospects. In May
2002, initial results showed that the first exploratory well drilled
in Block 34, offshore Angola, was a dry hole. In view of this
information, ConocoPhillips reassessed the fair value of the
remainder of the block and determined that its investment in the
block was impaired by $77 million, both before- and after-tax.
Further technical analysis of the results of this first well
continues. The second of three commitment wells in this block
is scheduled for drilling in 2003.
ConocoPhillips entered into a production sharing contract on
Oil Prospecting Lease (OPL) 318, deepwater Nigeria, on June
14, 2002, where ConocoPhillips is operator with 50 percent
interest. The acquisition of 3-D seismic data on OPL 318 is
planned to begin in 2003, with the first exploratory well
expected to be drilled in the fourth quarter of 2004.
In the third quarter of 2002, production began from two new
wellhead platforms in the Block 15-2 Rang Dong field in
Vietnam. These additional platforms increased production from
the field from under 6,800 to over 12,400 net barrels per day at
year end 2002.
In Canada, total capital expended in 2002 was $136 million.
Capital spending for conventional oil and gas properties was
$75 million and Syncrude expansion continued with $54 million
expended. In addition, the Mackenzie Delta/Parson’s Lake
project efforts focused on gaining pipeline regulatory approval
and acquiring seismic data.
ConocoPhillips continued with the development of key gas
fields in the Natuna Sea in Indonesia. Total spending on Block B
gas development in the last four months of 2002 was
$101 million, including investment in the Belanak floating,
production, storage and offtake vessel and wellhead platform,
plus wells and pipeline infrastructure required for the newly
commenced gas sales to Petronas Malaysia.
ConocoPhillips acquired a 14 percent interest in PT
Transportasi Gas Indonesia (TGI) in 2002. The primary assets of
TGI are the Grissik-Duri pipeline, which has been in operation
since 1998, and the Grissik-Singapore pipeline that is currently
under construction with a completion date expected in late 2003.
Total funding in 2002 was $54 million, which includes
acquisition cost and capital expenditures.
Other capital spending for E&P during the three year-period
ended December 31, 2002, supported:
= the Eldfisk waterflood development in Norway;
= the acquisition and development of coalbed-methane and
conventional gas prospects and producing properties in the U.S.
Lower 48; and

= North Sea prospects in the UK. and Norwegian sectors, plus
other Atlantic Margin wells in the United Kingdom, Greenland
and the Faroe Islands.




2003 Capital Budget

E&P’s 2003 capital budget for continuing operations is

$4.9 billion, 50 percent higher than actual expenditures in 2002.
Thirty percent of E&P’s 2003 capital budget is planned for the
United States. Of that, 47 percent is slated for Alaska.

ConocoPhillips has budgeted $461 million for worldwide
exploration capital activities in 2003, with 28 percent of that
amount, $131 million allocated for the United States. More than
$41 million of the U.S. total will be directed toward the
exploration program in Alaska, where wells are planned in the
NPR-A and other locations on the North Slope. Outside the
United States, significant exploration expenditures are planned in
Kazakhstan, Venezuela, the United Kingdom and Norway.

The company plans to spend about $700 million in 2003 for its
Alaskan operations. Large capital projects include the ongoing
construction of three Endeavour Class tankers; development of the
Meltwater, Palm and West Sak fields in the Greater Kuparuk area;
development of the Borealis field in the Greater Prudhoe Bay
area; as well as the exploratory activity discussed above.

In the Lower 48, capital expenditures will be focused on
exploration and continued development of the company’s acreage
positions in the deepwater Gulf of Mexico, South Texas, the San
Juan Basin, the Permian Basin, and the Texas Panhandle. Major
deepwater developments include Magnolia, K2, and the Princess
fields, while exploration continues using the drillship Pathfinder.

E&P is directing $3.4 billion of its 2003 capital budget to
international projects. The majority of these funds will be directed
to developing major long-term projects, including the Bayu-Undan
liquids development and gas-recycling project in the Timor Sea,
the Hamaca heavy-oil project and Corocoro development in
Venezuela, additional development of oil and gas reserves in
offshore Block B and onshore South Sumatra blocks in Indonesia,
Blocks 15-1 and 15-2 in Vietnam, and Bohai Bay in China. In
addition, funds will be used to expand the company’s positions in
the U.K. and Norwegian sectors of the North Sea, Syncrude
operations in western Canada and to develop the Surmont heavy-
oil project in Canada, and the Kashagan field in the Caspian Sea.

Costs incurred for the years ended December 31, 2002, 2001,
and 2000, relating to the development of proved undeveloped oil
and gas reserves were $1,631 million, $1,423 million, and
$857 million, respectively. As of December 31, 2002, estimated
future development costs relating to the development of proved
undeveloped oil and gas reserves for the years 2003 through 2005
were projected to be $1,815 million, $939 million, and
$539 million, respectively.

R&M
Capital spending for continuing operations for R&M during the
three-year period ending December 31, 2002, was primarily for
refinery-upgrade projects to improve product yields, to meet new
environmental standards, to improve the operating integrity of key
processing units, and to install advanced process control
technology, as well as for safety projects.
Key significant projects during the three-year period included:
= construction of a polypropylene plant at the Bayway refinery in
New Jersey;
= construction on a fluid catalytic cracking (FCC) unit at the
Ferndale, Washington, refinery;
= expansion of the alkylation unit at the Los Angeles refinery;

= completion of a coker and continuous catalytic reformer at the
company’s Sweeny, Texas, refinery;

= capacity expansion and debottlenecking projects at the Borger,
Texas, refinery;

= completion of a commercial S Zorb Sulfur Removal Technology
(S Zorb) unit at the Borger refinery;

= an expansion of capacity in the Seaway crude-oil pipeline; and

= installation of advanced central control buildings and
technologies at the Sweeny and Borger facilities.

Total capital spending for continuing operations for R&M for the
three-year period was $1.5 billion, representing approximately

16 percent of ConocoPhillips’ total capital spending for
continuing operations.

During 2002, construction continued on two major projects:

a polypropylene plant at the Bayway refinery in Linden, New
Jersey, and an FCC unit at the Ferndale, Washington, refinery.
The Bayway polypropylene plant will utilize propylene feedstock
from the Bayway refinery to make up to 775 million pounds

per year of polypropylene. The plant became operational in
March 2003. The FCC unit at Ferndale is expected to be fully
operational in the second quarter of 2003 and will enable the
refinery to 